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What Makes A Successful Tax Lawyer? 


A Tax Law Review Symposium 


Preface 


Epmonp N. CAHN 


io Greeks had a word for the kind of discussion you are about to 
read, and we are certainly entitled to follow their precedent and call it a 
“symposium” because it took place at a friendly and convivial banquet. 
The occasion was the Tax Law ReEviEw’s sixth annual banquet which, 
like all its predecessors combined good food, good drink, good company, 
and good conversation. You will notice, in fact, that some of the par- 
ticipants came—as they annually do—from rather distant cities for the 
purpose of sharing in and contributing to all these varieties of refreshment. 

Well in advance of the banquet, the topic that you see at the head of 
this page was laid before the members of our faculty editorial board and 
our advisory board, so that they could ruminate on the subject and come 
prepared with their comments. In order to make the discussion as con- 
crete as possible, the Editor-in-Chief asked three leading experts to prepare 
papers on specific factors in the making of a successful tax lawyer : Mark 
H. Johnson * to talk on the successful tax lawyer’s information; Harry J. 
Rudick * on the successful tax lawyer’s skills; and Robert N. Miller * on 
the successful tax lawyer’s character and personal relationships. When you 
see what they had to say, you will agree that these selections proved par- 
ticularly fortunate, and as you go on to read the summary of the discussion 
that followed the presentation of their papers, you will notice how much 
they stimulated the thinking of their colleagues. 

The subject is a very big one and we do not delude ourselves that we 
have as yet adequately explored all its possibilities. On the contrary, 
the discussion indicates, as you will see, that in proposing this topic the 
Editor-in-Chief may have opened a Pandora’s box from which all kinds 
of troubles and problems burst forth, leaving only the blessing of Hope 
to inspire further efforts and additional serious thinking. We expect to 


1 Rabkin & Johnson, New York City; co-author, RABKIN AND JOHNSON, FEDERAL IN- 
COME Girt AND EsTATE TAXATION. 

2Lord, Day & Lord, New York City; professor of law, New York University School 
of Law. 

8 Miller & Chevalier, Washington, D. C. 
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make use of Hope by continuing our investigations when we gather 
together again, and you will be kept informed of the outcome of our next 
symposium. If this report stimulates your own thinking on the subject, 
it will have fulfilled its purpose. 


The Successful Tax Lawyer—His Information 
Mark H. JOHNSON 


A tax lawyer is a lawyer who knows something about taxes. He is not 
a “tax expert” who happens to be a lawyer. 

1. Tax Law. To start at the end, what is the tax law, and how much of 
it should he know? There is of course no such thing as a “common law” 
tax; every tax obligation is, at least in classic theory, imposed by a clear 
and express statute. Limiting ourselves to the federal tax system, that 
means that the tax lawyer must know the Internal Revenue Code. He 
need not know every word by heart, but he must know it at least as 
well as a minister knows his Bible. 

There is a deal more of source material that he must know. There are 
regulations and rulings—basic tools of the trade. And there is a vast 
amount of judicial instruction—well over 100,000 pages of it. A good 
part of all this is obsolete, which complicates rather than simplifies the 
learner’s life. The bulk of each year’s new revenue act exists because the 
Treasury or some court has arrived at an unsatisfactory application of 
some prior act. The obsolete is therefore the key to the current. Besides, 
one must be sure that some shreds of valuable precedent do not persist 
even under a modified statute. All of these guides and precedents are 
part of the tax specialist’s tool kit. He must know they are there. He 
must have them in some orderly mental catalogue, and he must be able to 
extract the right ones for use in any job. 

Finally, there is the tax knowledge of experience. The familiarity with 
the workings of the Bureau of Internal Revenue, the almost intuitive pre- 
diction of a tax official’s reactions, the more clairvoyant guesswork as to 
long-term “trends,’”’ the absorption of the esoteric trade language, the 
recognition of patterns in tax problems and solutions—none of these is in 
the books. Yet each is a part of the tax lawyer’s fund of knowledge which 
enables him to advise clients and to argue their cases. 

To help the tax man through this jungle of written and unwritten law 
is a steady-flowing river of texts, services, and articles. It is rumored that 
some eminent practitioners have expressed a preference for being lost in 
the jungle to being drowned in the river. In any event, any tax expert, 
who is unfortunately required to earn his living while trying to maintain 
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his expertness, must make some selection, even if it means overlooking 
some gem of wisdom in the heavy underbrush. 

2. Law. No person can hope to isolate taxation from the body of 
general law. The Internal Revenue Code is, in the last analysis, the defini- 
tion of the sovereign’s rights in practically every property right and rela- 
tionship recognized by the law. The tax law is, therefore, superimposed 
upon, and intermingled with, all the other branches of our legal system. 
It is obvious that the label, “tax lawyer,” is largely relative. No lawyer 
today is worthy of his license if he does not have a nodding acquaintance 
with the tax law. He must know at least enough to recognize the tax 
problems in his client’s affairs, and he must either be able to find the 
answers or be conscientious enough to recommend the retention of another 
lawyer who can. 

Conversely, the tax specialist cannot practice in a legal vacuum. We will 
pass the nice question of when the mere interpretation of a tax statute is 
itself the practice of law. The fact is, however, that the tax lawyer must 
do more than interpret; if his work is to have any practical value (i.e., if 
he is to earn a fee), he must apply the tax statute to the entire gamut 
of problems within the lawyer’s province. If he is advising on the forma- 
tion of a corporation, or on the modification of a mortgage, or on the 
preparation of a will or trust, he must of course know first of all his cor- 
poration law, his real estate law, and his trust and probate law. He must 
have that knowledge whether he is retained to carry out the entire trans- 
action, or whether he is retained to advise the client’s general counsel. 
Without that foundation, his tax learning is a house of cards. 

From this it would seem that the tax lawyer must know as much law 
as any other lawyer. Some of us might say, at least as much. But, we have 
noted, he must also know a lot more tax law than the general practitioner. 
Does he have the time for both, or is there some necessary selection? If 
the latter, what must he concentrate upon, and what can he afford to 
slight ? 

There are many “musts.” Business organizations, securities, real estate, 
wills, and trusts probably head the list. That means, of course, a thorough 
grounding in the laws of contracts, sales, property, equity, wills, corpora- 
tions, partnerships, agency, and negotiable instruments. At the other end 
are the specialties or quasi-specialties which he may ignore until he gets 
his first case involving the subject. These might include admiralty, patents, 
labor relations, trade regulation, and bankruptcy. Crimes and torts are 
usually outside the tax man’s practice; but even here the increasing im- 
portance of civil and criminal penalty issues makes some familiarity with 
these subjects a requisite. Taxation has rather recently become an im- 
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portant adjunct of divorce law. Conflict of laws is as much the tax lawyer’s 
field as any other’s. 

The tax law, of course, has its own procedure. The lawyer must know 
the principles of administrative law, and the quirks of that law within the 
Treasury Department. He must of course know his Tax Court practice, 
and the Federal Rules. And, in common with every other lawyer, he must 
know all the law of evidence. 

How is the tax lawyer to acquire all this knowledge? In the first place, 
he probably must place more reliance than most lawyers upon the adequacy 
of his law school education. For the rest, he must keep up to date as best 
he can. Partly, he must rely upon the lawyer’s process of osmosis: he 
deals with other lawyers and absorbs their thinking on current problems. 
He cannot expect, without giving up sleep entirely, to keep abreast of 
the source material in all the other fields of law; he is fortunate if he can 
occasionally read a law review article on corporations or trusts. He must, 
then, be reconciled to more research on specific problems than is required 
of his brethren in general practice. His economic justification is that he 
will spend less additional time for his client on those phases of his work 
than the general practitioner will spend in finding the tax law. 

3. Outside the law. The tax lawyer, like every other lawyer, should 
know everything. Perhaps the tax lawyer should know even a little more 
than that. Unfortunately, however, there can be no more DaVincis; our 
world is too complicated for specialists in everything. It is even too com- 
plicated for the competent versatility'of a Jefferson or Franklin. At least 
until his retirement, the busy (successful?) lawyer has to work hard to 
retain a few scraps of his college education. 

Calculus? Chemistry? Almost any lawyer shudders at an integral sign, 
and he vaguely recalls that HzO means water. Yet he may be called upon 
to support a set of depreciation schedules based upon an engineer’s life- 
expectancy curves, and he may be expected to explain how soil acidity 
affects the life of underground conduits. Or he may be asked for an 
offhand estimate of gift tax liability where there is a charitable remainder 
after two lives. If he can double as an amateur actuary, he is that much 
more useful as a tax lawyer. 

Economics and statistics? Suppose an excise tax refund is conditioned 
upon proof that the taxpayer did not “pass on” the tax. There is a shelf 
of economics texts on supply and demand curves, which the lawyer should 
know before he argues the incidence of a tax. Or, to take an aggravated 
example, there is the notorious section 722 of the excess profits tax—an 
economist’s field day and a lawyer’s nightmare. What law book does one 
consult to compute the income which a corporation would have earned if 
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its business had not been depressed by “a profits cycle differing materially 
in length and amplitude from the general business cycle” ? 

Government? Public finance? He lives with those subjects, and is a 
very part of them. He must know their histories and their mechanics. 

Accounting? The law schools have begun to recognize that a familiarity 
with accounting principles and terminology is a requisite for every lawyer. 
For the tax lawyer, a balance sheet or income statement must be read as 
easily as a baseball box score. 

All of these are mere examples of the myriad kinds of special knowledge 
which range from useful to essential. Beyond that, of course, is the 
general cultural background which distinguishes the lawyer from the hack. 
A lawyer must have a broad understanding of human beings and their 
relationships. He is psychologist, sociologist, and soothsayer. If he has 
missed the great literature of the world, he has missed a wonderful op- 
portunity to acquire that understanding. Even on the surface his speech 
and writing will reflect the narrowness of his learning and make his judg- 
ment suspect. If he is unaware of the world’s history, he has no perspective 
for the immediate eddies and currents of the law, and therefore has in- 
adequate data for long-term appraisals and predictions. The catalog is 
as long as the college curriculum, and then a bit. 

Can this list, or any other, be of any practical value to the tax lawyer? 
Probably not. One hardly adopts that kind of program for its utilitarian 
value, and tastes along cultural lines are pretty well developed by the time 
a young man arrives at law school. If the desirable background and habits 
have been acquired in college, the lawyer stands a fighting chance of not 
retrogressing ; with superhuman effort he may even grow. But no horta- 
tory list will make a difference. Perhaps the lawyer’s best use for such a 
list is to hand it to his son for a high school graduation present. 


The Successful Tax Lawyer—His Skills 


Harry J. Rupick 


The skills required for successful tax practice are pretty much the same 
as the skills required for success in the practice of other fields of law. 
Before listing them, a paragraph or two seems to be in order as to the 
meaning of “skills.’’ Skill in the abstract may be said to be an ability to use 
one’s knowledge effectively or, to use a shorter term, technical proficiency ; 
but the plural word “skills” means something more. Thus a diagnostician 
and a surgeon may each be skillful, but the skills (and qualities) which go 
to make a competent diagnostician may be quite different from those re- 
quired by a competent surgeon. To analogize in the field of law, the 
skills of a first-rate barrister are not necessarily the skills of a top-flight 
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solicitor. Moreover, it is difficult and in some instances impossible to 
dissociate a particular skill from a particular quality. Skills and qualities 
frequently overlap and it may well be that what I shall call a skill will be 
referred to by Mr. Miller as a quality. For example, foresight, which 
consists, among other things, of imagination and judgment, is, in one 
sense, a quality. Yet in the sense of being able to look beyond a particular 
phase of a case, or beyond the case itself, it is a skill. Whether we call 
it a quality or a skill, if the individual has it, the label is of no consequence. 
For purposes of this discussion, skills may be defined as abilities, that is, 
an ability to do this or that, whether it springs from an aptitude, a faculty, 
or a talent. 

Some skills can only be acquired by experience, others are inherent. The 
latter may be nurtured and developed but unlike cultured pearls, their seeds 
cannot be implanted. The skills mentioned below are useful in all phases 
of tax practice but some of them are of greater value in one phase than 
in another. 

1. Memory. A good memory is helpful throughout one’s practice but 
is of prime importance in what may be called the police-court phase of tax 
practice where advice must be given in a hurry. When a client telephones 
and wants the answer to an answerable question, the successful practitioner 
must be ready to give it to him. The client does not like to wait until the 
practitioner looks through his books for the answer. For instance, if a 
client calls up and wants to know whether certain taxes are deductible, it 
is helpful to be able to tell him at once that they are or are not. If he is 
told that he will get the answer tomorrow or even that he will be called 
back on the telephone, he is not quite as content as if he received the 
answer right away. 

The ability to answer questions immediately depends largely on the 
memory of the practitioner. In the vast majority of cases the question is 
one which the practitioner has looked up before, and if he remembers the 
answer, he has saved his client time and expense. Naturally, the extent 
to which a good memory can be utilized will depend on the experience of 
the practitioner. A novice with an extremely good memory will ordinarily 
not be as valuable as an experienced practitioner with only a fair memory, 
because the latter has had occasion to find the answer to more questions. 
Obviously, one must be sure of one’s memory; if one is not, the lesser 
evil is to look up the answer and call back. Obviously, also, not all ques- 
tions are susceptible of quick answers and the practitioner must not carry 
speed of opinion to a fault. Rapid advice must not descend to glibness, 
and where the question is one which cannot be answered unqualifiedly, 
the successful lawyer will not hesitate to say so and to request time for 
further study and a more definitive answer. 
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2. Speaking. Ability to speak well is of importance in almost all phases 
of tax practice and, for obvious reasons, is particularly important in the 
trial and oral argument of cases. This does not mean that one need be 
an orator, but that one should be able to express one’s self clearly and 
succinctly. Clients as well as administrators and judges are irritated by 
verbosity and pomposity. 

3. Writing. Speaking ability is generally paired with writing ability. 
However, there are some lawyers who can write exceedingly well but can- 
not talk nearly so well. The usefulness of such practitioners is greatest 
in writing formal opinions and in preparing briefs. In formal opinions 
the conclusion should be stated early so that the reader can be better 
oriented. 

Somewhat anomalously, the ability to speak and write well seems to 
count for less in appellate work than it does in the trial of cases or the 
presentation of a case to an administrative body. I have seen poorly 
argued cases won in appellate courts and well argued cases lost, but seldom 
have I heard of a poorly tried case being won. Incidentally, in my teaching 
experience, a serious and common defect of law school students—one 
which the lower schools ought to be able largely to eliminate—is an in- 
ability to write well. Mistakes in grammar and spelling and poor sentence 
structure are characteristic of too many examination papers. 

4. Decisiveness. Clients expect a lawyer’s advice to help them in making 
a decision. Accordingly, equivocal or wishy-washy opinions are not rel- 
ished. There are, of course, any number of problems which do not permit 
of categorical solution; indeed, these are the problems which are likely 
to be submitted to the successful practitioner. But even where the ques- 
tion is so shrouded in doubt that a suggested answer is no more than an 
informed guess, the practitioner is not excused from stating his posi- 
tion—with an appropriate caveat, of course. Here the temperament of 
the client plays a part. In the case of the average client it is safe to base 
one’s position on “What should I do if I were in his shoes?” However, 
if the client is one who cannot sleep if even a pin is dangling over his 
skull, the advice may have to be more cautious. 

The time allowed for reaching a decision will, of course, vary with 
circumstances. Where quick decisions have to be made, as for example, 
where a deal must be transacted at once if it is to be consummated at all, 
or in a trial which takes an unexpected turn, the lawyer must come to 
his conclusions promptly. Where time is not of the essence and the problem 
is a difficult one, it should be deliberated at length and examined from all 
sides before a decision is made. 
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5. Administrative ability. By this I mean ability to select and train 
assistants, delegate work to them, and appraise that work. Some prac- 
titioners have been successful without the services of one or more as- 
sistants. Sometimes such a lawyer, lacking confidence in the work of 
assistants, feels that he and he alone must do everything ; he must be the 
only office contact with the client ; he alone must look up the law; he alone 
must write the opinion, try the case, write the briefs, and argue the appeal, 
etc. For obvious reasons, the area in which such a practitioner can exercise 
his talents is severely limited. Having the time to work on only a rela- 
tively small number of problems, his usefulness to the business world and 
to the bar is circumscribed. He is deprived of the experience that comes 
with the handling of all sorts of cases and all sorts of clients. 

6. Judgment. I have left good judgment for the last, not only because 
it is the most important of the practitioner’s skills, but because I intend it 
as an omnibus skill, which includes all of the skills I have not mentioned 
or will not mention. By judgment I mean not only judgment of issues, 
but—and even more important—judgment of people. Judgment of ap- 
parently extraneous events is also important, since such events sometimes 
decide the particular issues with which we are concerned. In judgment I 
include the faculty of perspective, i.e., the ability to look at a case “in the 
round” and not merely from a single viewpoint; to approach a problem 
objectively and without bias; to evaluate the importance of the separate 
issues of a case in relation to the entire case; to weigh the chances of 
success in litigation; and to foresee the probable consequences of success 
or failure in relation to the whole enterprise to which the case pertains. 

In appraising the significance of specific issues, a mathematical sense is 
of value; and in judging people and trends, intuition may play a part. 
Judgment includes knowing when to listen, when to argue, and when to 
stop listening or arguing. It includes an ability to change one’s mind when 
one is or should be persuaded that one’s original position is wrong; and 
it includes an ability to anticipate the attack or defense which the opposing 
side is likely to adopt. Judgment founded upon experience is, naturally, 
normally superior to judgment handicapped by lack of experience. In 
short, good judgment is a compound of experience, knowledge, and talent. 

7. Conclusion. A lack of any one or more of the mentioned skills has 
not and will not necessarily preclude a practitioner from making the grade 
financially ; nor will the possession of all of them guarantee commercial 
success. However, I believe it will be found that the great majority of 
tax practitioners, who have achieved success, possess the attributes I have 
listed, one perhaps more than another, but all, or nearly all, in significant 
measure. 
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The Successful Tax Lawyer—His Character and Personal 
Relationships 


Rospert N. MILLER 


What I shall say as to the personal qualities of the successful tax lawyer 
will obviously be somewhat different from what would be said if the only 
elements in success were the ability to win cases and to make money. 

For one thing, no citizen can be considered really successful whose 
personal activities tend to thwart legitimate government aims for raising 
revenue ; the Government is entitled to the tax lawyer’s help in explaining 
to taxpayers the necessity and reasonableness of many provisions which 
taxpayers must inevitably dislike. Moreover, a truly successful lawyer’s 
career must be consistent with the lawyer’s own achievement of a well- 
balanced life as an individual and as a member of the bar. As everyone 
knows, a lawyer’s duty involves not merely being a partisan for the client, 
but giving level-headed advice to the client. A professional man who 
gets the details of his own life into a tangle is not likely to exhibit broad 
intelligence in guiding the affairs of other people ; the tax field, particularly, 
calls for exercise of general wisdom, because there are very large areas in 
which the adviser can get no decisive help from established precedents. 

Certain qualities, which are needed not merely by tax lawyers but by all 
lawyers, require only the briefest possible mention here. Among these are 
an objective habit of thought, such that the lawyer’s judgment is not 
upset by a tendency to wishful thinking ; ability to think in terms of broad 
patterns rather than in terms of detail only; equanimity and courage in 
the face of opposition or lack of success; freedom from touchiness; a 
friendly and tolerant attitude toward the aims and ideas of others; and, 
at the very foundation, honesty and sound character. 

1. Coming now to qualities especially important in tax practice, a real 
tax lawyer should have something of the youthful and daring spirit of 
the pioneer. Since the hard nuts are the ones the successful lawyer will 
generally be asked to crack, and since a peculiar quality of tax contro- 
versies is that each one is likely to present at least some unique features, 
he will often be called on to enter territory which is relatively unex- 
plored—either in connection with the obtaining of proof or with doubtful 
points of law. 

Almost any case is a field for exploration. If the Bureau, for instance, 
has disallowed a claimed deduction, nothing limits the taxpayer’s lawyer 
merely to fighting that issue. Even losing it does not lose the case if by 
patient study he can find some other point to counteract this one—some 
deduction which the taxpayer could have taken but failed to, some over- 
statement of gross income, some miscomputation. . What others have 
missed, the lawyer has a chance to discover in his client’s interest. 
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Though the tax lawyer must have this kind of toughly constructive 
attitude, and must not be easily discouraged by lack of precedents or 
even by situations which at first glance seem difficult or hopeless, I am 
far from saying that the successful lawyer “never knows when he is 
licked.” Exceptional persistence and determined and patient search for 
new features of strength in his client’s position are not at all inconsistent 
with the necessary ability to recognize the real weaknesses of a situation 
after it has been adequately investigated, and to induce the client to recog- 
nize them—even the client who would rather not recognize them. 

2. The lawyer should be able to use effectively in his work a number 
of partners and assistants, as well as experts in the field of accounting, 
engineering, and economics. He cannot attain a full measure of success if 
he is a person who must do most of the detail work himself. That would 
keep him immersed so deeply in a few important cases that he could not 
keep himself really up-to-date. Keeping up-to-date, of course, involves 
much more than reading all the loose-leaf material and the magazine ar- 
ticles ; the lawyer must be in almost daily contact with a very considerable 
number of the disputed situations and the disputing clients, legislators, 
tax executives, and judges, because all these play parts in the ever-changing 
tax picture. 

3. Next, in spite of being a specialist the tax lawyer must be able to 
maintain a close and influential relationship with the general body of 
lawyers, so that he can fully hold up his end as a member of the profession. 
Keeping on such terms with the qther lawyers should be natural and 
enjoyable, because, after all, he has to be a good general lawyer as a 
prerequisite to being a tax lawyer. 

4. Finally, I think tax practice requires in a special degree the quality 
of patience. The reasons are, briefly, that the most useful type of service 
a tax lawyer gives to his client involves dealing with administrative of- 
ficials, and that the task of preparing well for such dealings is a very 
complicated one. 

The lawyer’s task of dealing with Government conferees is complicated 
because the conferee’s task is a complicated one—far more so than that 
of judges, for instance. The trial judge announces his decision without 
having to submit it for anyone’s approval, and if an appeal is filed, his 
decision is generally treated with considerable respect. Judges, also, have 
the benefit of being in a neutral position, being able to rely on each 
litigant—Government or taxpayer—to take care of its own partisan 
interests. Two questions are enough for a judge to consider: (a) on the 
pleadings and the record before me, what are the pertinent facts, and 
(b) assuming those facts, what is the correct answer ? 

In contrast, a Bureau conferee, undertaking to dispose of a case with 
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a tax lawyer, must ask himself not only those two questions, but many 
others, including : 


Have I properly performed my duty as a partisan for the Government, 
either in digging out facts which are not in the file or in combating points 
of law as to which the Government might win? 

After I reach my own conclusion as to what is a proper disposition for 
this case, will my reviewers disagree with me and dispose of the case the 
other way? 

Will my rating as an employee stand many such reversals without suffering 
adverse effects ? 

Am I prevented in this case from following my own judgment by the fact 
that a law point is involved as to which Government officials in some other 
case are arguing the other way—even though I am convinced they have very 
small chance of succeeding ? 

Is this one of those situations in which, however honestly the Bureau may 
act, there is danger of hostile Congressional attacks, like the Couzens inves- 
tigation—attacks which are often dangerous to the Treasury, however clearly 
without foundation in the eyes of competent experts? 


In discharging his duty in any tax controversy the taxpayer’s lawyer 
will, of course, not be safe in waiting to learn from the Bureau men what 
difficulties prevent their agreeing with the taxpayer’s view ; they may never 
tell the lawyer, and in fact may not clearly analyze in their own minds the 
causes of their lack of agreement. He should foresee each possible dif- 
ficulty long before the Bureau men begin to look at the case. Unless he 
does, he may unwittingly introduce in his initial presentation stumbling 
blocks to settlement, and his fact-showings and arguments may be in- 
effective because not really directed at some hidden hindrance to success. 

It can, therefore, hardly be doubted that there is a severer test of the 
tax lawyer’s patience in preparing for work at the administrative level 
than there is for presenting a case for judicial determination. If he does 
not do his part ably at the administrative stage, there is no assurance that 
he will have a chance to retrieve his error in court. The court may fail to 
understand something that the administrative officials, with much more 
time for conference, could have understood if appropriately presented. 
Further, the court can only decide, while administrative officials can 
properly reach give-and-take settlements. 

5. This is all there is time to say now on my part of this evening’s 
subject. Someone may ask why, if I am bold enough to imagine super- 
lawyers possessing every possible excellence, I do not simplify matters 
by imagining perfect Government tax conferees who will handle matters 
so wisely that almost any kind of lawyer can get good results. My first 
answer is that no one has asked me to discuss the qualities of the successful 
Government conferee; the second is that however clearly I might set down 
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the qualifications of the perfect tax administrator, he would be just as 
impossible to find in flesh and blood as would be a taxpayer’s lawyer who 
has all the qualities I have been saying he should have. Fortunately for 
everybody, a decidedly worthwhile degree of success is being frequently 
achieved, both on the Government’s side and on the taxpayer’s side, by 
people who are not marvels of perfection, but who simply do their able 
and honest best. 


The Discussion 
Epmonp N. CAHN 


The Editor-in-Chief introduced the Honorable Arthur T. Vanderbilt, 
Chief Justice of the Supreme Court of New Jersey and Chairman of the 
Advisory Board of the Tax Law Review. Chief Justice Vanderbilt said 
that the topic of the symposium interested him most as a challenge to the 
law schools of the nation and particularly to those educators who have 
concentrated on the problem of teaching students how to think like lawyers. 
Then illustrating his analysis by one incident or another that had developed 
in the course of his own professional experience, he summed up the quali- 
fications of success as follows: 


I have often tried, as I watched my adversaries—and taking a licking now 
and then—to find out what is the distinguishing trait that makes some men 
just have that little plus-factor that makes them win the doubtful case. Some- 
times it is knowledge of the law. More often it is likely to be a grasp of the 
facts. Sometimes it is this element of persistence, but I am inclined to think, 
fundamentally, the thing that distinguishes the true advocate from the just-so 
advocate is a sort of semi-instinctive knowledge of the well-springs of human 
nature, the things which really control people, and make them reach the 
decisions on which they act. 


James L. Madden, acting chancellor of New York University, empha- 
sized the importance of moral considerations to law students and to those 
responsible for law school curricula. Although Mr. Madden’s remarks 
were addressed to the objectives of legal education in general, the reader 
will soon notice how they served to set the stage for much of the specific 
discussion of tax problems that the practitioners had to offer. 

Professor Gerald L. Wallace of the New York University Law School 
faculty cautioned against attempting to accomplish too much by way of 
instruction in tax law, particularly at the undergraduate level. He pointed 
out that the instructor could never hope to anticipate each and every 
specialized area of tax law that might concern a student in his later prac- 
tice. Professor Wallace concluded : 


It is mainly a problem, in which we are just sort of temporarily on the 
scene, to give some assistance to students in getting a good start. It is really 
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a continuing process and one which will presumably go on for the rest of 
their lives, just as it does with us. I guess all of us, every week if not every 
day, bump into problems that we know relatively little about, that we have 
to work out more or less from scratch. If we are any good, we have developed 
sufficient confidence and general over-all knowledge and skill to work out a 
fresh problem. So I guess it is just like a problem of a parent, isn’t it, to teach 
a kid gradually to develop some independence of judgment and confidence in 
his own ability to do things for himself? 


The next speaker was J. P. Wenchel,* who gave the gathering some 
practical pointers based on his own diversified experience. “So many 
lawyers start at the top,” said Mr. Wenchel. “They go to the White House 
and they make an arrangement to see the Commissioner or the Chief 
Counsel. My advice is always to start at the bottom and work your way 
up, just the same as in life.” 

Professor Stanley S. Surrey of the Harvard Law School faculty agreed 
with Professor Wallace’s comments concerning the limits of what can 
be done in law school tax courses. He went on to emphasize the bar’s 
responsibility “for keeping the tools of your trade untarnished. I don’t 
think you realize fully how easy it is for this whole tax system to slip 
into a terrific tailspin.” It was Professor Surrey’s conclusion that : 


One of my beliefs is, you will never have a tax system run well unless you 
have an intelligent tax bar working on that system with the Government. I 
am inclined to think lawyers do not quite appreciate in this country how 
responsible they are for keeping the tools of their trade, the tax law, safe by 
using it intelligently, not only for their clients but for the country as a whole. 
If it will work out well, it will work out well for your clients. If you can get 
that to your students, you will have helped them out later on. 


Then the Editor-in-Chief asked Mr. Merle H. Miller® whether he 
thought that special emphasis should be devoted to training in the drafting 
of documents in tax courses. Mr. Miller replied while good draftsmanship 
is a quality of every successful practitioner, “draftsmanship in a technical 
sense counts less in the field of taxation than it does elsewhere. I believe 
courts are apt to look more beyond the drafted instrument to what is 
really taking place.” 

At this point there appeared a sombre and troubled note which was 
destined to characterize many of the comments during the balance of the 
discussion. Jerome R. Hellerstein ° told the group: 


It seems to me there are two areas in which we have failed singularly. I 
think one area is the area of our knowledge of economics and politics. I have 


4 Wenchel, Tannenbaum & Nunan, Washington, D. C. 

5 Ross, McCord, Ice & Miller, Indianapolis, Indiana. 

6 Hellerstein & Rosier, New York City; Adjunct Assistant Professor of Law, New 
York University School of Law. 
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the feeling that tax lawyers are particularly provincial, I think partly because 
of the amount of time it takes just to read the advance sheets that Rabkin 
and Johnson put out month after month, which are very helpful. 

I have been enormously interested in finding my students interested in 
fiscal problems. The second area in which, as I was sitting here, I feel that 
we failed abysmally was in the area of tax morality. I think the American 
tax morality is wretched. I think, by and large, it is a reflection of the 
wretched mores of our business economy. I think we as tax lawyers and we 
as law school teachers have a job to curb the excesses of the businessmen 
whom we represent. I think in those areas we failed and I think we have 
got to do a lot more. 


With Mr. Hellerstein’s remarks in view, Adrian W. DeWind " stressed 
the danger of “distorting business norms for tax saving.” He pointed out 
that a great part of the activity of the tax bar is devoted to “trying to 
channel otherwise ordinary business income, otherwise individual surtax 
income” into the “dreamland” of capital gains rates. 

Laurence Casey,* by way of defense of the tax practitioner, called 
attention to the amount of time and effort that must be devoted to under- 
standing the highly complex language of our tax statutes, particularly 
the Excess Profits Tax. 

Then it was pointed out by Emanuel L. Gordon ° that although “knowl- 
edge is growing at too fast a pace for anyone to keep track,” the problem 
can be solved by what he called “the ‘bull session’ method of handling a 
case.” He recommended that experts in several fields of law be brought 
into consideration of every case of real importance. He also recommended 
that tax lawyers take the initiative in studying their clients’ businesses and 
advising their clients as to what they ought to do instead of waiting for 
the client to come forward and submit a tax problem. It was Mr. Gordon’s 
conviction that the lawyer who exercised such initiative would have a better 
chance of restraining his client by moral considerations because the client 
would respond to this evidence of active and sincere interest in his affairs. 

Lloyd George Soll *° commented that every teacher and every practi- 
tioner would derive some consolation from the symposium because every- 
one agreed that no teacher could convey to his students all the information 
that he would like and no practitioner possessed all the qualities that were 
considered ideally desirable. 


7 Paul, Weiss, Rifkind, Wharton & Garrison, New York City; Lecturer on Law of 
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Milton Young” insisted that not enough had been said concerning the 
ethics of the tax lawyer. He pointed to the revelations of the Kefauver 
investigation and urged that more attention be paid to morals and ethics. 

The question of morals in tax administration is not a simple one, 
according to Richard Kilcullen.** He pointed out how the question be- 
comes complicated when the Government or a professor of tax law on its 
behalf insists that the right is always on its side, and how the question 
becomes further complicated whenever the Congress creates some special 
tax privilege, such as a depletion allowance, in favor of a particular group. 

When Mr. Kilcullen concluded his remarks, Mr. Merle H. Miller was 
given the floor again and went on to say: 


On the way up from Washington on the plane I had a little time and I set 
down some of the things that I would want if I were a client, employing a 
lawyer, and I thought I would pitch them in here. 

It goes without saying that all who have spoken tonight are successful 
practitioners because I understand the topic is “What makes a successful 
practitioner?” And no one has bothered to mention clients. That has not 
been mentioned, so we must all have plenty of clients. 

If I were a client, the first thing I would want would be a tax lawyer who 
recognized that, No. 1: All business, legal and other transactions, involve 
taxes; but, if that be true, it is likewise true that the solution of all tax 
problems involves business, legal, social, and economic consequences. 

We have spent about twenty years, I think, many of us, going around the 
country talking, and we used to start out by trying to impress lawyers that 
taxes are involved in every transaction. I think we have succeeded. I think 
everyone is very tax-minded now. Maybe they should start and impress upon 
us that the solution of every tax problem involves other legal, social, and 
business consequences. I am thinking of family partnerships, estate planning, 
and I am thinking of mergers and consolidations. 

The second thing I noted down that I would want if I were a client, I 
would want definite advice and I would want advice that would be good 
tomorrow. With respect to definite advice, I would not want a lawyer to add to 
my problems by giving me an academic answer and then leaving it up to me to 
guess which way the courts were going to go. I feel as Harry Rudick does: 
it is a lawyer’s duty to put himself on record and say where he stands. 

President Conant of Harvard recently issued a program for steering Har- 
vard University through the next few years. In that program he has to 
resolve what to do in our national situation. The way he resolves that ques- 
tion is a good way to resolve many other questions. He points out that it is 
useless to try to guess as to whether war is coming in the next six months 
or within the next six years. He says that wise men do not try to solve those 
imponderables. When you are against a situation which you cannot resolve, 
you look to the consequences of either of the available courses of action. 


11 Young, Kaplan & Edelstein, New York City; Lecturer on Law of Taxation, New 
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Then, having followed those consequences, you choose that course which 
leads to the least disastrous consequences. 

So, if I were a client choosing a lawyer, I would want a lawyer not giving 
me something and making me guess, I would want him to pick the thing out ; 
and if it is in that vague area, I would want him to suggest a course of action 
which, while not perfect, at least would leave me with the least undesirable 
set of consequences. 

Third—this is right up Mr. Robert Miller’s alley—I would want to get a 
man who was sympathetic with the needs of the Government for revenue 
and sympathetic with the problems of the men in the Government who are 
administering the Government program. Unless a tax lawyer were sympa- 
thetic with the needs for revenue, I do not see how he could intelligently 
anticipate either what Congress has done or what the courts have done or 
what the courts or Congress may do in the future in meeting those needs. 
If he were not sympathetic with the men who are administering the present 
laws, I do not see how he could arrive at the best solution of the problem 
at its lowest level. 

At my advanced age I have come to the conclusion that all men are reason- 
able according to their own lights. If they seem unreasonable to us, it is 
merely because one of two things has happened: either we have failed to 
grasp something in their reasoning, which has led them where it is, or they 
have failed to grasp some point we are trying to prove. 

I would want a man going on the assumption that all Government men 
were doing their level best, that they were reasonable men, subject to yielding 
to reason, and a man who, from that standpoint, would try his best to figure 
out why his point is not being understood by the Government or why he is 
failing to understand the Government man. 

Last, I land on the thing that everyone has landed on: I would want a man 
of good judgment. There are few decisions that lend themselves to algebraic 
formulas. You cannot add the reasons up and then choose. Judgment, I 
think, is probably a composite of experience not only in tax law but in all 
fields. In many instances we do not know why we decide as we do, but a judg- 
ment based on broad experience, I believe, is apt to be better than one based 
on narrow experience, and I suspect that a tax lawyer’s judgment is based 
upon many things that have happened in his life that he does not realize. 
Maybe he was hitch-hiking to law school and he picked up some theory, or 
fishing, or studying history or philosophy or sociology—maybe some novels 
he has read. 

I would want a tax practitioner who has had a broad field of experience. 
I realize now what I did not realize ten years ago, that the most important 
thing is a man whose judgment is good and sound, and that may not be based 
upon the technical skills of a tax practitioner but may well be based upon 
that indefinable something that Dean Vanderbilt referred to—a man of good, 
broad experience to give the best judgment possible. 


The terrifying complexity of tax statutes was again emphasized by 
Jacob Rabkin.** He could not understand how any practitioner could keep 
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up with the constant changes in the law, particularly the fantastically 
difficult language of the Excess Profits Tax. He said: 


Our ignorance in the field, compared to the ignorance of the layman, is 
something that I think public officials, people concerned with administering 
the tax law, should take seriously. No society developed on so fine-sp:n a 
statute or set of laws can help from falling from its sheer weight. 

Ignorance is something that we must anticipate, like the lawyer who said, 
“T have just gotten a case for my son.” His companion said, “Your son is 
only three years old.” 

“Well, by the time we complete preparing for this case, he will be ready 
to handle it.” 

It is this tremendous knowledge that is required of us and which we cannot 
cope with, and which the layman considers an esoteric, mysterious field, that 
frightens me more than anything else in the tax law. 


At this point Mr. Robert N. Miller called the group’s attention to the 
commendable efforts of the American Law Institute with the help of 
Professor Surrey, of the American Bar Association with the help of 
Mark H. Johnson, and of various accountants’ associations, all to the 
end of rationalizing and clarifying the tax law in form and in substance. 

As the discussion progressed, it became more and more evident that 
everyone present felt that success in tax practice could not be evaluated 
unless moral considerations were taken into account. One speaker after 
another seemed to welcome the opportunity presented by the symposium 
to lay bare certain very deep misgivings concerning the morals of our 
time. Nor were these misgivings confined to the specialized problems of 
tax practice. On the contrary, they were related to a much wider ques- 
tion—what are the moral responsibilities of the educator in his contacts 
with young men in their formative years? Facing this question with 
forthrightness and candor, Dean Russell D. Niles of New York University 
School of Law asserted: 


Most of us who try to the best of our ability to be honorable lawyers and 
virtuous persons I think are very likely to make wise-cracks about the tax 
law, to make wise-cracks about the administration of justice in general. I 
sometimes wonder if, as a matter of fact, this peculiar reluctance on our part, 
virtually amounting to shame, to talk to these young people about the ethics 
of our profession and about the moral judgment that we expect of them is not 
in part for some of the views which are current. I wonder if these young men 
really would not respond to some pretty straight, sincere talk on our part, if 
we overcome our timidity and overcome our fear of sounding a little corny. 
I have observed that some of you, some of you on our tax faculty, have had 
a very happy way of making these young people realize what is expected of 
them without being too sappy, and I must say I congratulate you. 

I wish that we knew, I wish some of you could tell us, how we could make 
these young men aware of their responsibilities. Perhaps the best way is to try 
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the direct approach and not to pass these matters off in what I am afraid is the 
fashion of the time. 


Here then is the symposium’s picture of the “Successful Tax Practi- 
tioner.” It is not enough for him to be expert in information or pro- 
fessional skills. These capacities are obviously necessary, but by themselves 
they do not suffice. To be truly successful he must also fulfill as far as 
possible his obligations as a member of an honorable profession, as an 
active citizen, and as a decent human being. Certainly, if civic and moral 
obligations were being fulfilled currently to even a reasonably satisfactory 
extent, they would not have played so significant a part in the discussion 
we have just reported. Part of the problem seems to consist in the difficulty 
of ascertaining just what the practitioner’s moral obligation is in a specific 
set of circumstances; perhaps the editors and Advisory Board of the 
Tax Law Review will next address themselves to some aspect of that 
troublesome dilemma. In any case, several home truths were uttered and 
several veils were torn down. 
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Tax Aspects Of Marital Property 
Agreements 
SAMUEL TAYLOR anp WALTER G. SCHWARTZ 


“Here they come, the couple plighted— 
On life’s journey gaily start them. 
Soon to be for aye united, 
Till divorce or death shall part them.” 
W. S. Givsert, The Grand Duke. 


as and divorce, and especially the property transfers and agree- 
ments frequently incident thereto, pose tax problems no less important 
than those which attend the formation and liquidation of business enter- 
prises. A number of important changes and developments in statutory 
and decisional law within recent years render advisable a thorough re- 
examination of the tax aspects of such property settlement agreements.’ 
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of the committee on Taxation of the California State Bar, lecturer at Tax Institutes, and 
contributor of articles on taxation to legal periodicals, formerly professor of Taxation at 
Loyola University Law School in Los Angeles and Special Attorney for the Chief Counsel 
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1For prior discussions, see Branch and Lauterbach, Income and Gift Taxation of 
Divorce Property Settlements, 27 Dicta 53 (1950); Halpern, Income Tax Effect of 
Community Property Divisions Incident to Divorce, 23 Cautr. B. J. 128 (1948) ; Hines, 
Tax Aspects of Property Settlement Agreements, 12 So. Cattr. L. Rev. 386 (1939) ; 
Kent, Property Settlement Agreements in Community Property States in 1948 Unt- 
VERSITY OF SOUTHERN CALIFORNIA TAX INnstiTuTE 9 (1949); Long, What is New in 
Handling the Tax Phase of Marriage in NEw York UNIversity S1xtH ANNUAL INSTI- 
TUTE ON FEDERAL TAXATION 1061 (1948); Murphy, Marital Settlements and Federal 
Taxation, Wasu. U. L. Q. 179 (1950) ; Clarke, Marital Settlements and Gift Taxes in 
New York UNIversity NINTH ANNUAL INSTITUTE ON FEDERAL TAXATION 409 (1951) ; 
Pariser, Divorce and Federal Taxes, 2 Miami L. Q. 284 (1948); Rudick, Marriage, 
Divorce and Taxes, 2 Tax L. Rev. 123 (1946); Note, Husband, Wife and Tax Com- 
missioner, 2 STAN. L. Rey. 321 (1950); Price, Insurance Aspects of Divorce and Sepa- 
ration Settlements in New York University NintH ANNUAL INSTITUTE ON FEDERAL 
Taxation 435 (1951). 
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I. ANTENUPTIAL PRopERTY AGREEMENTS 


“... This gapes for marriage, yet his fickle head 
Knows not what cares wait on the marriage bed. . . .” 
Joun Hatz, On an Hour-Glass. 


The factual situation typically presented in antenuptial agreements is 
simple. M and W seriously contemplate entering the state of matrimony. 
W or M may need a financial inducement to enter the marriage. M may 
desire to endow W with something less than all his worldly goods. M 
may own considerable property in which W would ordinarily acquire at 
marriage a dower right, which might hinder free alienation during M’s 
life and which would ripen into a partial ownership at his death. Or W 
may own property in which M at marriage would acquire the similar right 
of curtesy. In any event, M (or W) in return for W’s (or M’s) relin- 
quishment of his or her potential dower or curtesy rights, or simply in 
consideration of marriage or promise thereof, transfers or promises to 
transfer to W (or M) certain cash or other property. What are the tax 
consequences to M and to W of such an agreement? 


A. Girt Tax ASPECTS 


It is abundantly clear that antenuptial property settlements entail gift 
tax liability. In Commissioner v. Wemyss,? M desired to marry W, a 
widow, whose late husband had named her the beneficiary of a trust, the 
income of which would go to another should she remarry. W was willing 
to remarry, but was understandably reluctant to give up her trust income. 
M and W therefore entered into an agreement whereby M transferred to 
W securities compensating her for the loss of the trust income. Shortly 
thereafter they were married. The Commissioner determined that M’s 
transfer of the securities was subject to the gift tax. The United States 
Supreme Court, with but a single dissent, upheld this determination. 

The applicable section of the gift tax law® states that a gift results 
“Where property is transferred for less than an adequate and full con- 
sideration in money or money’s worth. . . .” The Court recognized that 
there was detriment here to W, the “donee” (which would clearly con- 
stitute adequate consideration by common-law standards) since she gave 
up her right to the trust income. However, there was no benefit to M 
other than marriage or the promise thereof. It sustained the validity of 
a regulation which provided that “A consideration not reducible to a money 
value, as love and affection, promise of marriage, etc., is to be wholly 


2 324 U.S. 303 (1945). 
8 Revenue Act of 1932, Sec. 503, 47 Strat. 247 (now I.R.C. §1002). 
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disregarded, and the entire value of the property transferred constitutes 
the amount of the gift.” * The Court held that detriment to the donee is 
insufficient consideration for gift tax purposes; adequate consideration 
for such purposes requires a benefit to the donor measurable in money 
or money’s worth. The absence of donative intent did not prevent the 
imposition of gift tax, since: ° 


. . . Congress chose not to require an ascertainment of what too often is an 
elusive state of mind. For purposes of the gift tax it not only dispensed with 
the test of ‘donative intent.’ It formulated a much more workable external 
test, that where ‘property is transferred for less than an adequate and full con- 
sideration in money or money’s worth,’ the excess in such money value ‘shall, 
for the purpose of the tax imposed by this title, be deemed a gift. . . .’ And 
Treasury Regulations have emphasized that common law considerations were 
not embodied in the gift tax. 


In the companion case of Merrill v. Fahs,° the taxpayer, M, a resident 
of Florida and a veteran of two previous marital ventures, entered into 
an antenuptial agreement with W, whereby M agreed to set up within 
ninety days after marriage three irrevocable trusts for the benefit of W 
and any issue of the proposed marriage. W in return relinquished all 
rights that she might acquire as wife or widow in M’s property, excepting 
the right to maintenance and support. At the time of the agreement and 
of the marriage, M owned more than $5,000,000 worth of property. 
Under the Florida statute W would acquire upon marriage an inchoate 
dower right in all of M’s properties. W’s approval would thereafter be 
required of all conveyances or encumbrances of M’s real property. At M’s 
death W would have the privilege of electing to take as statutory dower 
one-fourth of his gross estate, or one-third thereof should issue be born 
of the marriage. The Trial Court,’ using mortality tables, computed the 
value of the inchoate dower right given up by W to be $433,169.10. The 
Trial Court also found that the transaction was made in good faith for 
business reasons and was not an attempt to evade or avoid taxes. The 
Trial Court therefore refused to sanction the imposition of the gift tax, 
relying in part upon a regulation which stated: * 


. . . However, a sale, exchange, or other transfer of property made in the 
ordinary course of business (a transaction which is bona fide, at arm’s length, 
and free from any donative intent), will be considered as made for an ade- 
quate and full consideration in money or money’s worth. . . . 


4 Reg. 79, Art. 8 (1936) (now Reg. 108, Sec. 86.8 (1943) ). 
5 Id. at 306. 

6 324 U.S. 308 (1945). 

7 Merrill v. Fahs, 51 F. Supp. 120 (S.D. Fla. 1943). 

8 Reg. 79, Art. 8 (1936) (now Reg. 108, Sec. 86.8 (1943)). 
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The estate tax statute contained (and contains) a provision, added in 
1932, to the effect that for the purposes of that tax: ° 


. a relinquishment or promised relinquishment of dower, curtesy, or of 
a statutory estate created in lieu of dower or curtesy, or of other marital 
rights in the decedent’s property or estate, shall not be considered to any 
extent a consideration ‘in money or money’s worth.’ 


No such qualification of the term “in money or money’s worth” appeared 
(or appears) in the corresponding section of the gift tax law.*® From 
this fact the Trial Court in the Merrill case concluded that such relinquish- 
ment comprised a valid consideration for gift tax purposes.” 

The Court of Appeals reversed the Trial Court,’ and the Supreme 
Court, in a five-to-four decision, upheld the reversal, holding the transfer 
subject to gift taxes. Justice Frankfurter, speaking for the majority, held 
that the verbal difference between the estate and gift taxes was immaterial. 
After examining the Congressional history of the gift and estate tax 
statutes, he stated : ** 


Without this specific provision [of the estate tax statute], Congress un- 
doubtedly intended the requirement of ‘adequate and full consideration’ to 
exclude relinquishment of dower and other marital rights with respect to 
the estate tax. . 


The Court reasoned that this provision was “‘one of cautious redundancy,” 
and that the gift tax should be interpreted in the same way as the estate 
tax, in order to discourage tax avoidance and to carry out the basic pur- 
poses of the gift tax.** ‘ 

The Court “put to one side” the argument relied upon by the Circuit 
Court in reversing the Trial Court, that the wife’s contingent dower in- 
terest was incapable of valuation. The Trial Court’s finding that the 
transaction was made in the ordinary course of business was dismissed in 
a footnote which stated that: “To find that the transaction was ‘made in 
the ordinary course of business’ is to attribute to the Treasury a strange 
use of English.” ** 


® Revenue Act of 1932, Sec. 804, 47 Stat. 280 (now part of I.R.C. §812(b)). Note 
that this provision was added by the same Revenue Act which reimposed the gift tax. 

10 Revenue Act of 1932, Sec. 503, 47 Stat. 247 (now I.R.C. §1002). 

11 Accord, Bennett B. Bristol, 42 B.T.A. 263 (1940) Nonacq., 1942-1 Cum. Butt. 
20, rev’d, 121 F.2d 129 (1st Cir. 1941) ; Lasker v. Comm’r, 138 F.2d 989 (7th Cir. 1943). 

12 142 F.2d 651 (Sth Cir. 1944). 

13 324 U.S. at 312. 

14 The same result had previously been reached upon substantially the same reasoning 
in Comm’r v. Bristol, 121 F.2d 129 (1st Cir. 1941). Many years earlier, a British court 
had held that neither marriage nor the release of prospective dower rights constituted 
“valuable consideration in money’s worth” for succession tax purposes. Floyer vy. Bankes, 
3 De G. J. & Sm. 306 (1863). 

15 Jd, at 313 n. 1. 
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The Wemyss and Merrill opinions are soundly constructed, well-rea- 
soned pieces of work. It is true that the Congressional intent as to dis- 
pensing with the need for donative intent is not as crystal-clear as a reading 
of the Wemyss case would indicate.** However, the Court’s rejection of 
the subjective test of donative intent and its adoption of the objective test 
of inadequacy of consideration conform to the basic purposes of the gift 
tax and provide a sound and workable basis for the administration of 
that tax. Its rejection of the criterion of detriment as satisfying the 
requirement of consideration is equally sound ; approval of that test would 
obviously “violate the purpose of the statute and open wide the door for 
evasion of the gift tax.” *” 

The majority opinion in the Merrill case refused to hold that the speci- 
fication of the term “adequate and full consideration in money or money’s 
worth”’ in the estate tax statute as excluding marital property rights fore- 
closed the same construction of the quoted phrase in the gift tax statute 
where such specification is omitted. The Court thus refused to magnify 
an unintentional verbal difference between the estate and gift taxes into 
a substantial difference in their incidence.** The opposite view championed 
by the minority in the Merrill case would “encourage tax avoidance” and 
“would not fulfill the purpose of the gift tax in discouraging family settle- 
ments so as to avoid high income surtaxes.” *° 

The fact that antenuptial property transfers are subject to gift tax 
liability is made clear by the Wemyss and Merrill cases. Some uncertainty, 
however, remains as to just when such liability is incurred. Though such 
property agreements are entered into prior to marriage, the property 
affected thereby is frequently not actually transferred until after marriage. 
Obvious non-tax considerations of prudence may dictate this course. 
Under the gift tax law, as amended by the Revenue Act of 1948, a deduc- 
tion of one-half of the value of a gift is allowed, under certain specified 
conditions, if the donee “at the time of the gift is the donor’s spouse.” *° 
If the gift is considered to have been made at the time that the property 
is actually transferred, after the marriage, such gift will qualify for this 
marital deduction, and the gift tax liability of the donor will be reduced 


16 The Committee reports contain considerable material which would support the “dona- 
tive intent” test; see H. R. Rep. No. 708, 72d Cong., 1st Sess. 27 (1932) ; Sen. Rep. No. 
665, 72d Cong., Ist Sess. 39 (1932). 

17 324 U.S. at 307. 

18 The majority opinion in the Merrill case has been both praised as “statutory inter- 
pretation at its finest” (PAUL, Feperat Estate anp Girr Taxation 714 (1946 Supp.) ), 
and denounced as judicial legislation at its worst, (Polisher, Recent Developments in the 
Federal Gift Tax, 50 Dicx. L. Rev. 49, 61 (1946) ; Rand, What Is a Gift?, 34 Ky. L. J. 
99 (1946) ). 

19 324 U.S. at 313. 

20 T.R.C. §1004(a) (3). 
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or eliminated. If, however, the gift is considered to have been made at 
the time that the agreement is entered into, prior to marriage, no marital 
deduction may be obtained. 

An even more attractive, potential tax-minimization device suggests 
itself: Prior to marriage M and W enter into an agreement whereby in 
return for W’s relinquishment of her dower rights, M promises to pay 
to her each year after marriage the sum of $6,000. M may contend that 
this does not constitute a single gift made prior to marriage but a series 
of gifts made each year after marriage, in which event, under present gift 
tax law, no gift tax would be imposed. Half of each of the annual $6,000 
gifts would qualify for the marital deduction,” and the remaining half 
would qualify for the annual $3,000 exclusion.” 

The statute itself is relatively unenlightening as to when a gift is con- 
sidered to have been made; the gift tax is imposed “upon the transfer 
during such calendar year . . . of property by gift.” ** It further pro- 
vides that property may be tangible or intangible,** and the Congressional 
committee reports state that the term property is used “in the broadest 
and most comprehensive sense” and reaches “every species of right or 
interest protected by law and having an exchangeable value.” ** Thus it 
would appear that the transfer to a donee of a binding right (not subject 
to recall by the donor) to receive a gift at a specified time in the future, 
would constitute a gift at the time of the transfer of such right. 

The problem of the “installment gift” was first considered by the Board 
of Tax Appeals in the case of John D. Archbold.** There M and W 
entered into an agreement in 1936 shortly prior to their marriage, whereby 
M agreed to transfer to a trust created for the benefit of W the sum of 
$10,000 at the end of each of the next nine successive years. The Com- 
missioner contended that M had made a single gift in 1936 in the amount 
of $74,353.30, the then value of his promised payments. M contended, 
first, “that a promise to make a gift in the future is not a present gift, 
even though the promise may be an enforceable one,” and, secondly, that 
“the promise of an individual to make annual payments has no ascertain- 
able fair market value.” The Board, pointing out that the Commissioner 
had made no argument and had cited no cases to rebut M’s first contention, 
held in his favor on that ground, without discussion of his alternative 
argument. 

21 [bid. 

22 Id. §1003(b) (3). Gifts of future interests do not qualify for this exclusion. 

28 Jd, §1000(a). 

24 Jd, §1000(b). 

25H. R. Rep. No. 708, 72d Cong., Ist Sess. 27 (1932) ; Sen. Rep. No. 665, 72d Cong., 


1st Sess. 39 (1932). 
26 42 B.T.A. 453 (1940). 
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Nearly all of the authorities cited by the Board in the Archbold case 
dealt with situations in which a gift of a donor’s own check or note was 
held not to be a completed gift until payment or transfer for value to a 
third person,”’ and these authorities rest upon the ground that until such 
payment or negotiation for value, the check or note is unenforceable and 
revocable at will by the donor. Such decisions are in obvious accord with 
the philosophy of Burnet v. Guggenheim,” in which the Supreme Court 
said that for gift tax purposes, as well as for other purposes, “a gift is 
not consummated until put beyond recall.” In the Archbold case, on the 
other hand, the promise of the donor to make the future payment, being 
supported by adequate, common-law consideration (a promise of mar- 
riage), was binding upon him when made or, if the promise were con- 
ditioned upon marriage, at the time that the marriage took place. 

The same problem was present in Harris v. Commissioner * where, in 
a property agreement incident to divorce, a wife agreed to pay her husband 
$5,000 a year for ten years in exchange for relinquishment of all marital 
rights in her property. A decree of divorce was later rendered, aud pur- 
suant to the terms of the contract, which was incorporated into the divorce 
decree, the agreement became binding upon entry of the decree. The Court 
of Appeals for the Second Circuit, speaking through Judge Learned Hand, 
held that the commuted actuarial value of the husband’s annuity con- 
stituted a taxable gift at the time that the decree was entered. The 
Court said : *° 


. . . The taxpayer’s argument is that the annuity was a series of independ- 
ent gifts, each maturing when made, and not to be appraised as one. This 
misconceives the transaction ; although the payments were subject to a gift 
tax, they were not gifts at all, the annuity was a contract made for a valid 
consideration, and it is classed as a gift only because the statute says so. Once 
it became a contract by entry of the decree, since thereupon the taxpayer 
became bound to make all the payments, she did not make a new gift each 
month ; indeed she never had any donative intent at the outset. In dealing with 
such a series of contractual payments, it has long been the accepted practice 
to appraise their present actuarial value as was done in the case at bar; .... 


As will be discussed more fully hereinafter, the Supreme Court reversed 
the Circuit Court on the ground that there was no gift, and therefore did 
not pass upon the question of whether there was a single gift or a series 
of independent gifts. 

The analysis of Judge Hand seems eminently sound; it proved con- 


27 E.g., G.C.M. 16460, XV-1 Cum. Butt. 369 (1936). 

28 288 U.S. 280 (1933). See also Reg. 108, Sec. 86.3 (1943) ; 2 Paut, FepEraL Estate 
AND Girt TAxaTIon §§16.03, 16.04 (1942). 

29178 F.2d 861 (2d Cir. 1949), rev'd on other grounds, 340 U.S. 106 (1950). 

30 Jd, at 865. . 
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vincing to the Tax Court in Ira C. Copley Estate.** There M and W 
entered into a binding antenuptial agreement in 1931 (at a time at which 
no gift tax law was in effect), whereby in consideration of the marriage 
and in return for W’s relinquishment of her prospective dower rights, M 
promised to transfer to her after the marriage the sum of $1,000,000. 
While the agreement stated that the transfer was to be made immediately 
after marriage, for “reasons of convenience” no property was actually 
transferred until 1936 and 1944. The Commissioner asserted a gift tax 
deficiency against M on the theory that completed gifts were made in 1936 
and 1944. The Tax Court disapproved the Commissioner’s determination, 
following the reasoning of Judge Hand in the Harris case. The Court 
disapproved of the Archbold case to the extent that it was inconsistent 
with the Harris case. Two judges dissented, relying on cases of the same 
tenor as those cited in the Archbold case. The Tax Court has recently 
followed its opinion in the Copley case,** but the Commissioner has demon- 
strated that he is not reconciled to its result.** 

It would thus appear that an unconditional promise to make a series of 
gifts constitutes a gift, for gift tax purposes, at the time that such promise 
becomes binding on the donor. 

A somewhat different situation is presented where the transfer is con- 
ditioned or contingent upon factors other than the mere passage of time. 
Where satisfaction of such conditions lies exclusively within the control 
of the donor, it seems clear that the gift is not complete until the donor 
satisfies such conditions.** The answer is not so clear where the satisfaction 


8115 T.C. 17 (1950). In Estate of Sarah A. Bergan, 1 T.C. 543 (1943), decedent 
transferred property to her sister in return for the sister’s promise to care for decedent 
for the rest of her life. It was held that there was a gift by decedent to her sister to 
the extent that the value of the property transferred exceeded the value of decedent’s sup- 
port. In Continental Illinois Bank & Trust Co., 29 B.T.A. 945 (1934), decedent trans- 
ferred property to an educational institution in return for its undertaking to pay certain 
annuities to decedent, his wife, and his daughter. It was held that there were gifts by 
decedent to his wife and daughter of the value of their respective annuities. 

32 Rowe B. Metcalf, 9 TCM 884 (1950) (agreement incident to divorce) ; cf. Priscilla 
M. Sullivan, 16 T.C. 228 (1951), where the taxpayer in 1942 conveyed property to the 
Red Cross for the duration of the war or until the Red Cross ceased to use it. This trans- 
fer was held to constitute (for income tax purposes) a single charitable contribution 
made in 1942 rather than a series of annual gifts of the rental value of the property. 

83 The Commissioner has announced his non-acquiescence, 1950-2 Cum. Butt. 5, and 
has appealed that decision to the Court of Appeals for the Seventh Circuit. 

84In Fred G. Gruen, 1 T.C. 130 (1942) Acq., 1943 Cum. BuLL. 10, petitioners entered 
into an agreement in 1935 to render certain services to a corporation over a period of 
years, In return for their services the corporation was to transfer certain stock to 
the petitioner’s children, provided a prescribed amount of debentures of the corporation 
was retired, and provided the net earnings of the corporation reached a certain figure. 
The conditions were satisfied in 1937, and the stock was thereupon delivered to the chil- 
dren. The Tax Court overruled petitioners’ contention that the gifts were made in 1935, 
and held that they were not made until 1937, pointing out the existence of the conditions 
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of such conditions is dependent on the donee or upon persons or events not 
within the donor’s control. 

Where an otherwise binding promise to make a gift in futuro is con- 
ditioned upon survival of either or both of the parties, or in a separation 
or divorce agreement is contingent upon remarriage or failure to remarry, 
it would appear that such conditions or contingencies should not prevent 
the finding of a present gift. Mortality tables would be used to take into 
account the effect of the contingency of continued life,®** while the possi- 
bility of remarriage could also be measured by actuarial standards.** The 
Tax Court, however, has indicated that the contingencies of survival of 
both parties and of remarriage of the donee may prevent the consum- 
mation of a gift.** 

The transfer of property pursuant to an antenuptial agreement is 


precedent and the fact that the donors (petitioners) could have prevented the consum- 
mation of the gift at any time prior to 1937 by disassociating themselves from the 
corporation. 

85 City Bank Farmers Trust Co. v. Hoey, 101 F.2d 9 (2d Cir. 1939), affirming 23 
F. Supp. 831 (S.D.N.Y. 1938). There the estate of an incompetent was ordered by the 
state court in 1927 to make certain annual payments to the ircompetent’s daughter and 
to the guardian of her three infant grandchildren. On June 3, 1932 the Court increased 
the amount of the annual payments. The gift tax statute became effective on June 6, 
1932. The Court upheld the Commissioner’s imposition of gift taxes upon the amounts 
actually paid after June 6, 1932, rejecting the estate’s contention that the gifts were made 
at the time that the court decree was rendered. The Court pointed out that the state 
court decree contained certain conditions (not specified in the decision) and that the 
state court could revoke the order at any time prior to actual payment. Cf. Linwood A. 
Gagne, 16 T.C. 498 (1951). There a charitable contribution made subject to the donee’s 
compliance with certain conditions was held deductible in the year that the donee agreed 
to comply with those conditions. 

36 Simpson v. United States, 252 U.S. 547 (1920) (succession tax); Estelle M. 
Affelder, 7 T.C. 1190 (1946); Reg. 108, Sec. 86.19(f) (1943). 

87 Brotherhood v. Pinkston, 293 U.S. 96 (1934) (non-tax); Comm’r v. State Street 
Trust Co., 128 F.2d 618 (1st Cir. 1942) ; Comm’r v. Maresi, 156 F.2d 929 (2d Cir. 1946). 
But cf. Humes v. United States, 276 U.S. 487 (1928). 

38 Edward B. McLean, 11 T.C. 543 (1948) Nonacq., 1949-1 Cum. Butt. 6. In 1943, 
pending a divorce action, M agreed, inter alia, to make certain monthly payments to W 
should she marry another after M and W were divorced. These payments were also 
contingent upon the survival of both M and W. The Tax Court said that this agreement 
did not constitute a gift in 1943, because it was contingent upon the parties’ survival and 
W’s remarriage. As the Tax Court held that the payments were not subject to the gift 
tax since they were made for an adequate consideration, this statement, if not a pure 
afterthought, was an alternative ground for the result. 

Futhermore, there is a possible ground of distinction. In the McLean case the transfer 
was itself contingent upon survival of both parties and upon remarriage by the ex-wife, 
that is, unless both of these conditions precedent were satisfied, there would be no gift 
at all. In Comm’r v. State Street Trust Co. and Comm’r v. Maresi, both supra note 37, 
on the other hand, there were a series of transfers beginning upon execution of the agree- 
ment and ending upon death of either party or remarriage of the ex-wife. Thus, survival 
and remarriage were conditions subsequent, which merely affected the amount of the 


gift. 
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ordinarily conditioned upon the parties’ carrying out their mutual promises 
to marry. Does this contingency postpone the time at which the gift is 
made until the actual moment of marriage, at which time presumably the 
marital deduction would be available? Let us assume that M and W have 
entered into an antenuptial agreement whereby each promises to marry 
the other, and M promises to transfer certain property to W immediately 
upon the marriage. Let us assume that under the local anti-heart balm 
statute or similar law, M may decline to go through with the marriage 
without subjecting himself to a suit upon the contract. It seems clear that 
in such a case the gift would not be made until and unless M carried out 
his promise of marriage. In jurisdictions in which M’s refusal to proceed 
with the marriage would subject him to suit on the contract, it would seem 
that the gift was made at the time that the contract was entered into. Of 
course, W can effectively block the consummation of the gift by refusing 
to go through with the marriage. However, it would seem that this right 
or power in the donee would not delay the imposition of the gift tax.* 

It would appear that an immediate gift might not be considered to have 
been made where the agreement, although binding, cannot be evaluated 
or is unlikely to be carried out because of the donor’s probable inability 
to carry out his promises.*° Such a rule would be in accord with the 
income tax rule that income does not arise upon the receipt of obligations 
having no ascertainable market value or subject to substantial conditions 
or contingencies.** 


B. Income TAx ASPECTS 


On the income tax conseyuences of antenuptial agreements, there is 
apparently but a single important case, Farid-Es-Sultaneh v. Commis- 
sioner,” but that case contains the seeds of a multitude of income tax 
controversies. The facts of that case are simple, but its implications are as 
intriguing as its name indicates. The taxpayer, W, and M were contemplat- 
ing marriage. In 1924 they executed an antenuptial agreement whereby, 
in consideration of M’s transferring certain stock to W’, she released all 
her prospective dower and other marital rights in M’s property, which 
was then worth approximately $375,000,000. Immediately thereafter the 
parties were married. In 1928 they were divorced, W retaining her shares 
of stock. Ten years later she sold some of that stock. She reported a loss 


89 A power in one other than the donor to revoke a gift has been held not to prevent 
the imposition of gift tax. Herzog v. Comm’r, 116 F.2d 591 (2d Cir. 1941); Orrin G. 
Wood, 40 B.T.A. 905 (1939) Acq., 1942-1 Cum. Butt. 18. 

40 Cf, Elizabeth S. Hettler, 5 T.C. 1079 (1945). 

41 See, e.g., 2 MERTENS, LAW oF FEDERAL INCOME TAXATION §§12.62-12.66 (1942). 
42160 F.2d 812 (2d Cir. 1947), reversing 6 T.C. 652 (1946). 














1951] TAX ASPECTS OF MARITAL PROPERTY AGREEMENTS 29 


upon the sale, treating as her basis the market value of the stock at the 
time of the antenuptial agreement. Her theory was that she had acquired 
the stock by purchase and that, therefore, her basis was the cost of the 
stock.** The Commissioner determined that the stock was received by 
way of gift and that the basis therefore was M’s original cost basis, upon 
which basis a gain was realized on the sale.** The Tax Court agreed with 
the Commissioner, disposing of the case very summarily on the basis of 
the Wemyss and Merrill cases. 

Taxpayer appealed to the Court of Appeals for the Second Circuit 
which, with one judge dissenting, reversed the Tax Court. Judge Chase, 
speaking for the majority, stated : *° 


We find in this decision [ Merrill v. Fahs]| no indication, however, that the 
term ‘gift’ as used in the income tax statute should be construed to include 
a transfer which, if made when the gift tax were effective, would be taxable 
to the transferor as a gift merely because of the special provisions in the 
gift tax statute defining and restricting consideration for gift tax purposes. 
A fortiori, it would seem that limitations found in the estate tax law upon 
according the usual legal effect to proof that a transfer was made for a fair 
consideration should not be imported into the income tax law except by action 
of Congress. 

In our opinion the income tax provisions are not to be construed as though 
they were in pari materia with either the estate tax law or the gift tax 
statutes. . . . Though such a consideration as this petitioner gave for the 
shares of stock she acquired from Mr. Kresge might not have relieved him 
from liability for a gift tax, had the present gift tax been in effect, it was 
nevertheless a fair consideration which prevented her taking the shares as 
a gift under the income tax law since it precluded the existence of a donative 
intent. 

. . . Her inchoate interest in the property of her affianced husband greatly 
exceeded the value of the stock transferred to her. It was a fair consideration 
under ordinary legal concepts of that term for the transfers of the stock 
by him. . . . She performed the contract under the terms of which the stock 
was transferred to her and held the shares not as a donee but as a purchaser 
for a fair consideration. 


If the result of the Farid-Es-Sultaneh case is sound, M would, as Judge 
Clark indicated in his dissent,*® be subject to a capital gains tax at the 
time of the transfer. His gain would be measured by the difference be- 
tween his cost basis of the stock and the value of what he received in 


43 T.R.C, §113(a). 

44T.R.C. §113(a) (2) (gifts after Dec. 31, 1920). 

45160 F.2d at 814. 

46 Jd. at 816. He also pointed out that M transferred the stock to W more than three 
months prior to their marriage, and transferred part while he was still married to 
another woman. At these times W obviously had no dower or other rights in his prop- 
erty. Further, the agreement provided that if M died before the wedding, W would 
nevertheless keep the stock. 
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return from his wife-to-be. One method for attempting to value his gain 
would be to determine the discounted value of the potential dower rights 
which his wife-to-be relinquished, using mortality tables.** A more prob- 
able method of valuation would be to treat the marital rights and other 
consideration relinquished by her as, prima facie at least, having a value 
equal to the market value of the stock at the time of the execution of the 
agreement.** 

A further result, again assuming the soundness of the Farid-Es-Sultaneh 
case, is that JV herself may well have realized a taxable gain upon the 
receipt of the stock. Her purchase price for the stock was “love and 
affection” and her potential dower right. Judged in the cold and impersonal 
terms of the Internal Revenue Code, her basis for these considerations 
was zero.*® Thus, it would appear that upon transfer of the stock, she 
realized a taxable gain to the extent of the entire value of the stock re- 
ceived.*° Space permits only a mention of the interesting questions whether 
such gain would be capital gain and whether, if capital gain, it would be 
long-term or short-term.” 

While any gain to either prospective husband or prospective wife might 
be subject to income taxes, it does not follow that any loss incurred as a 
result of a prenuptial agreement would be deductible. Several Code sec- 
tions afford formidable obstacles to any such deduction. If the transfer 
occurs after marriage or, probably, simultaneously therewith,°? deduction 


47 Cf. E.T. 19, 1946-2 Cum. Buty. 166; McWilliams v. Harrison, 44-1 USTC 10,119 
(N.D. Ill. 1944), appeal dismissed by stipulation (7th Cir. 1947), both dealing with the 
valuation of the right of support. Dower rights are at least equally susceptible of valua- 
tion. Pau, Feperat Estate AnD Girt TAXATION 716 (1946 Supp.) ; Notes, 34 A.L.R. 
1021 (1925) and 64 A.L.R. 1053 (1929). 

48 Comm’r v. Mesta, 123 F.2d 986 (3d Cir. 1941), reversing 42 B.T.A. 933 (1940), 
cert. denied, 316 U.S. 695 (1942); Comm’r v. Halliwell, 131 F.2d 642 (2d Cir. 1942), 
reversing 44 B.T.A. 740 (1941), cert. denied, 319 U.S. 741 (1943). In both cases a 
taxpayer transferred to his ex-wife in an alimony settlement securities which had ap- 
preciated in value. The Board of Tax Appeals held that taxpayer realized no taxable 
gain because the benefits he received were impossible to evaluate. The Circuit Courts 
reversed, holding that in absence of proof of any other value, the market value of the 
securities would be taken as the value of what taxpayer received, and that the taxpayer 
realized gain to the extent that the market value of the securities exceeded the basis. 

49 Cf. Correlia Mason Thompson, 37 B.T.A. 793 (1938); Frank J. Digan, 35 B.T.A. 
256 (1937), appeal dismissed (2d Cir. 1937). But cf. Yost v. O'Malley, 88 F. Supp. 
626 (D. Neb. 1950), rev’d, 186 F.2d 603 (8th Cir. 1951). 

50T.R.C. §§111, 112(a). Kent, supra note 1, at 25, and Long, supra note 1, at 1062, 
argue that no income tax liability would result to the “donee.” 

517.R.C. §§117(a), 117(h). The prospective dower right at least might well qualify 
as a capital asset. The wife’s holding period as to such right might be held to commence 
at the time of the engagement to marry. Cf. I.T. 3721, 1945 Cum. Butt. 164, dealing 
with when-issued stock transactions, and stating that the holding period of such stock 
begins at the time one enters into a contract to purchase or sell. 

52 Cf. Drake, Inc. v. Comm’r, 145 F.2d 365 (10th Cir. 1944), where control over a 
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of any loss incurred would be prohibited by section 24(b) of the Code.* 
If a number of pieces of property were transferred and loss was incurred 
as to some and gain as to the others, the gains apparently would be fully 
recognized, while deduction of all of the losses would be completely de- 
nied.** While the prohibitions of section 24(b) may be avoided where 
the transfer occurs before marriage, sections 23(e)** and 24(a) (1) of 
the Internal Revenue Code may still prevent deduction of any losses in- 
curred by the donor in such a transaction. 

It is thus possible that an antenuptial property agreement may entail 
not only gift tax consequences to the “donor” but also income tax con- 
sequences both to the “donor” and to the “donee.” This unfortunate 
result is due to the lack of coordination between the income and gift taxes. 
And it would appear that the Second Circuit Court acted wisely in leaving 
this task to Congress.” 

One final income tax consideration must be mentioned. If among the 


family corporation was lost simultaneously with the sale of the property on which the 
loss was incurred and as part of the same transaction. It was held that deduction of the 
loss was prohibited by section 24(b). 
53 Which reads, in so far as here applicable, as follows: 
“(b) Losses from Sales or Exchanges of Property— 

“(1) Losses disallowed—In computing net income no deduction shall in any 
case be allowed in respect of losses from sales or exchanges of property, directly or 
indirectly— 

“(A) Between members of a family, as defined in paragraph (2) (D); 


. “(D) The family of an individual shall include only his brothers and 
sisters (whether by the whole or half blood), spouse, ancestors, and lineal descendants ; 


541.T, 3334, 1939-2 Cum. Butt. 180 (sales or exchanges between an individual and 
a controlled corporation) ; accord, Comm’r v. Whitney, 169 F.2d 562 (2d Cir. 1948), 
cert. denied, 335 U.S. 892 (1948) (by implication). 

55 This section permits deduction of losses incurred by an individual (with certain ex- 
ceptions not here pertinent) only if incurred in trade or business or in a transaction en- 
tered into for profit. If a loss is incurred upon the transfer to an intended spouse of 
property which was used neither in trade or business nor for investment purposes, the 
loss clearly falls within this section. Suppose, however, that the loss is incurred upon 
the transfer of business or investment property to an intended spouse. Had the property 
been sold to a stranger, any loss would be deductible as having been incurred in a trans- 
action entered into for profit. If the transaction to the intended spouse is considered as 
an incident of the original acquisition of the investment property, deduction of the loss 
would not be prohibited under section 23(e). If, however, the transfer is considered 
solely as part of the marriage transaction, the loss could not be deducted, as marriage is 
not a transaction entered into for profit, as the term is used in section 23(e). Frances 
R. Walz, 32 B.T.A. 718 (1935), adopted the latter approach in a case dealing with a 
division of community property incident to divorce. Halpern, supra note 1, is critical 
of this aspect of the Walz case. 

56 This section prohibits deduction of personal, living or family expenses, except cer- 
tain extraordinary medical expenses. 

57 See Murphy, Gift, Gaft and Geft, 1 Syracuse L. Rev. 404 (1950); Surrey, An 
Introduction to Revision of the Federal Estate and Gift Taxes, 38 Cauir. L. Rev. 1 
(1950). 
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property transferred to W is a life insurance policy upon the life of M, 
a partial loss of the income tax exemption on the proceeds of such policy 
would result if such transfer were held to constitute a “transfer for a 
valuable consideration.” ** If, on the other hand, such an antenuptial 
transfer is held to be a gift for income as well as for gift tax purposes, 
the proceeds would be exempt, when received by W, to the same extent that 
they would have been in M’s hands.” 


C. Estate Tax ASPECTS 


A few words must be added as to the estate tax aspects of antenuptial 
agreements, considering first the section of the estate tax law which in- 
cludes in the taxable estate any transfers in contemplation of death.” Of 
course, this section need afford no concern to donors who were still living 
on September 23, 1950, provided they survive the gift by at least three 
years.“ Nevertheless, as to donors who died prior to that date, or who 
die within three years after making the gift, this section remains of con- 
siderable importance. 

From a factual viewpoint it seems strange to assert that a bridegroom- 
to-be, however aged and infirm he may be, has his mind fastened “primarily 
upon the thought of death” or that any antenuptial property transfer is 
“prompted by the thought of death.” * However, there are circumstances 
in which such an agreement may plausibly be said to have been made in 
contemplation of death. To appreciate this possibility a brief review of 
the nature of dower is necessary. 

At common law a wife’s dower right was inchoate during the lifetime 
of her husband, but nevertheless it could not be barred by the sole act of 
her husband. To release her dower right, a wife was required to join 
in the execution of her husband’s deed.** The wife’s dower right became 
consummate at the husband’s death; she then became entitled to a life 


58].R.C. §§22(b) (1), 22(b) (2) (A). “In the case of a transfer for a valuable con- 
sideration . . . of a life insurance . . . contract, or any interest therein, only the actual 
value of such consideration and the amount of the premiums and other sums subsequently 
paid by the transferee” is excluded from gross income upon the death of the insured. 

59 Tbid.; Reg. 111, Sec. 29.22(b) (2)-3 (1943). 

60 T.R.C. §811(c) (1) (A). 

61 Jd, §811(1). 

62 Reg. 105, Sec. 81.16 (1942). 

68 The discussion in the text is applicable also to the husband’s right of curtesy. On 
curtesy generally, see 3 VERNIER, AMERICAN Famity Laws §§215-223 (1935); 2 BL. 
Como. *126. 

643 VeERNIER, AMERICAN Famity Laws §188 (1935) ; indeed, originally at common 
law the wife could, generally speaking, release her inchoate dower right during coverture 
only by levying a fine or suffering a recovery of the lands, 2 Bt. Comm. *137. 
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interest in one-third of all of the land and tenements of which her husband 
had been seized at any time during coverture.* 

Even today, in many American jurisdictions, a husband cannot convey 
or encumber his own real property without securing his wife’s signature 
to the deed or indenture, thus releasing her dower right.® In such juris- 
dictions a major reason for entering into an antenuptial agreement may 
be to permit the husband to deal more freely with his property after 
marriage, and contemplation of death would ordinarily play no part in 
inducing such transfer. 

The growing tendency, however, in American jurisdictions, is to abolish 
the inchoate dower interest of the wife during coverture and to limit her 
dower right to property owned by the husband at his death.*’ In a juris- 
diction where this rule governs, the Commissioner may plausibly assert that 
the antenuptial property transfer was made in lieu of the testamentary 
disposition and is therefore taxable as made in contemplation of death.® 
The Internal Revenue Code provides that such dower interest (or other 
similar interest) is includible in the decedent’s estate for estate tax pur- 
poses. The donor might therefore be said to have been “thinking of 
what his wife [the donee] would receive at his death” *° when he transfers 
property to his wife-to-be in return for her relinquishment of her dower 
right, or when he transfers property to third parties for the purpose of 
defeating the dower interest of his intended spouse. 

However, in the only case found in which a transfer to the intended wife 
was involved, the Tax Court refused to uphold the Commissioner’s deter- 
mination that the antenuptial transfer was made in contemplation of death.” 
The Court rejected the Commissioner’s argument that the transfer was 
part of a single, comprehensive plan, testamentary in character and there- 
fore in contemplation of death. The donor, although 70, was in good 
health at the time of the transfer, and the Court accordingly held that 
contemplation of marriage rather than of death was the impelling cause of 
the transfer. 

A transfer to a third party by one contemplating marriage has on 
occasion been held to have been made in contemplation of death. These 


652 Bi. Comm. *129. 

66 3 VERNIER, AMERICAN Famity Laws §§188-214 (1935). 

67 Td, §§189, 191. 

68 Reg. 105, Sec. 81.16 (1942). 

69 T.R.C. §811(b). 

70 Estate of Kroger v. Comm’r, 145 F.2d 901, 906 (6th Cir. 1944), cert. denied, 324 
U.S. 866 (1945). 

71 Estate of Harry E. Byram, 9 T.C. 1 (1947) Acq., 1947-2 Cum. Butt. 1. The Tax 
Court also held that the transfer was not includible in donor’s estate under I.R.C. §811(b) 
as a substitute for the wife’s dower rights. 











34 TAX LAW REVIEW [Vol. 7: 


transfers, however, either reserved to the donor a life estate,” or were 
made as part of a comprehensive estate plan.* The courts appear inclined 
to view with disfavor any attempt by the Commissioner to hold a gift 
made in contemplation of marriage to have been also made in contempla- 
tion of death for estate tax purposes.™* 

A further estate tax question remains. Let us assume that M and W 
entered into an antenuptial agreement whereby M, in consideration of 
W’s relinquishment of her potential dower rights, agreed to pay W certain 
amounts in installments. M dies before completing the payments. Are 
these unpaid installments, which constitute enforceable claims against the 
estate, deductible for federal estate tax purposes? The answer, on the 
facts given, is in the negative. W’s claim is founded upon a “promise or 
agreement,” and a claim so founded, in order to be deductible, must be 
supported by “an adequate and full consideration in money or money’s 
worth.” * The estate tax statute specifically states that a relinquishment 
or promise of relinquishment of dower, curtesy, or of a statutory estate 
created in lieu of dower or curtesy, or of other marital rights in the 
decedent’s property or estate, is not considered to any extent a considera- 
tion “in money or money’s worth.” ** M may have already paid gift taxes 
on the commuted value of all the installments, since the entire gift was 
presumably consummated for gift tax purposes at the time of execution 
or at marriage,’ but the unpaid installments still could not be deducted 
from M’s estate. M’s estate should, of course, be able to secure a credit 
against the estate tax for the gift tax paid on such outstanding install- 
ments.*® 

Suppose, however, that M had broken the agreement prior to his death 
and had been sued by W, and a judgment against him obtained. Prior 


72 Estate of Kroger v. Comm’r, 145 F.2d 901 (6th Cir. 1944), cert. denied, 324 U.S. 
866 (1945) (even though the donor-bridegroom of 68 was in good health and the gift 
was not made for the purposes of avoiding income or estate taxes) ; Estate of Marion 
S. Gane, 4 TCM 13 (1945), appeal dismissed (3d Cir. 1945) (transfer to bar a right of 
curtesy) ; Estate of William W. Parish, 8 TCM 257 (1949), rev'd, 187 F.2d 390 (7th 
Cir. 1951). Of course, under the present statutory and case law, the fact that a life 
estate is retained is ordinarily enough of itself to require inclusion of the property trans- 
ferred in the donor’s estate. I.R.C. §811(c) ; Comm’r v. Estate of Church, 335 U.S. 632 
(1949). 

78 Estate of William W. Parish, 8 TCM 257 (1949), rev’d, 187 F.2d 390 (7th Cir. 
1951); Harriette O’N. Gillette, 8 CCH T.C. Mem. Dec. 91 (1949), rev’d, 182 F.2d 
1010 (9th Cir. 1950). 

74 Estate of Gillette v. Comm’r, 182 F.2d 1010 (9th Cir. 1950); Parish’s Estate v. 
Comm’r, 187 F.2d 390 (7th Cir. 1951). 

75 T.R.C. §812(b). 

76 Ibid. 

77 Cases cited notes 29, 31, and 32 supra. 

78 T.R.C. §§813(a), 936(b). 
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to payment of the judgment M died. In that event, would the unpaid 
amount of the judgment be deductible from his estate? The contention 
could be made that the claim for the payment of the judgment is founded 
not upon a promise or agreement but upon a judgment, and hence need 
not be supported by an adequate and full consideration in money or 
money’s worth. On principle, such a claim would seem non-deductible. 
However, a number of cases (which will be discussed in more detail later), 
dealing with separation and divorce agreements, have permitted the deduc- 
tion for estate tax purposes of amounts due under a separation agreement 
which has been made part of a divorce decree.”® The same result might 
be reached where payment of amounts due under an antenuptial agree- 
ment or of damages for the breach of such agreement has been ordered 
by a court. 


D. ANTENUPTIAL PROPERTY AGREEMENTS IN COMMUNITY PROPERTY 
STATES 


Marital property rights in community property states differ considerably 
from such rights in non-community property states. In a common-law 
state dower, curtesy, or the statutory substitutes therefor ordinarily apply 
either to real property owned by either spouse at any time during marriage, 
or to real property (and frequently personal property) owned at the 
date of death.*° In a community property state, on the other hand, the 
property of either spouse acquired before marriage remains the separate 
property of such spouse after marriage, although in some community 
property states income earned from such property after marriage may be 
community property.** Community property rights apply chiefly to the 
earnings and other acquisitions of either spouse after marriage. Each 
spouse has what is termed an equal and existing interest in community 
property, as compared with the inchoate nature of dower or curtesy during 
the existence of marriage in a non-community property state. On the 
other hand, since community property rights apply solely or primarily to 
property acquired after marriage, such rights may be even more difficult 
to value than an inchoate dower or curtesy right.* 

Antenuptial agreements, making the property of each spouse acquired 
after marriage his or her separate property, are, generally speaking, per- 
mitted by law in community property states ** and are not uncommon. The 
simplest and most common type of antenuptial community property agree- 


79 Cases cited note 95 infra. 

80 See notes 63 through 67 supra. 

813 MERTENS, LAW oF FEDERAL INCOME TAXATION §19.16 (1942). 

82 Cf, authorities cited note 48 supra. 

83 3 MERTENS, op cit. supra note 81, §§19.20-19.29; 1 De Funtak, PrincrpLes or Com- 
MuNITY Property §§135, 136 (1943). 
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ment is one in which M and W, without the passage of cash or any other 
present consideration between them, mutually agree that all property and 
income acquired after marriage shall be the separate property of the 
spouse acquiring it rather than the community property of both spouses. 
Under such an agreement no gift tax liability would arise at the time the 
agreement is made, not so much because the agreement is then completely 
executory, but because it is impossible to determine the value of the 
resulting “gift,” or even whether M or W will ultimately prove to be the 
“donee.” ** Gift tax liability would therefore appear to be postponed, at 
least until execution of the agreement commences. If, after marriage, 
both spouses annually earn the same amount of income subject to the 
agreement, there would be no gift, since each spouse receives equivalent 
value for what he gives up.*° On the other hand, if one spouse earns a 
substantial income while the other earns little or nothing, and if this 
were in accordance with the expectation of the parties when the agreement 
was entered into, one-half of the annual excess would constitute a gift. 
Thus, if M, after marriage, earns $20,000 a year, and W earns $1,000 
a year, all of which amounts absent the agreement would constitute com- 
munity property, then M, instead of receiving a community property one- 
half interest in $21,000, or $10,500, is receiving $20,000 as his separate 
property. Thus, there would seem to be a gift here by W to M of $9,500.* 


84 See note 33 supra. 

85 Of course, the husband is relinquishing and the wife is receiving the right of man- 
agement over one-half the total earnings. However, such a transfer has not been con- 
sidered to be a taxable gift. Edward M. Mills, 12 T.C. 468 (1949) Nonacq., 1949-2 Cum. 
Butt. 4, aff'd, 183 F.2d 32 (9th Cir. 1950). Such power of management is not an interest 
in property. See Rickenberg v. Comm’r, 177 F.2d 114, 117 (9th Cir. 1949), reversing 
11 T.C. 1 (1948), cert. denied, 338 U.S. 449 (1950). The Tax Court said in the Ricken- 
berg case that a wife’s community property interest constituted “marital rights in the 
decedent’s property,” and that hence relinquishment thereof was not an adequate and 
full consideration for estate tax purposes. I.R.C. §812(b). This rule, if correct, would 
be equally applicable to the gift tax. Merrill v. Fahs, 324 U.S. 308 (1945). Under this 
reasoning, each spouse might be said to be giving up a marital right in the other’s property, 
which would not constitute “adequate and full consideration in money or money’s worth.” 
Each would, therefore, seem to be receiving a taxable gift from the other! However, the 
Tax Court opinion in the Rickenberg case has the solitary virtue of novelty; no other 
authority indicates that the interest of one spouse in community property acquired by 
the other is a marital right in the other spouse’s property (other than, of course, the 
wife’s expectancy in pre-1927 California community property). While such interest 
qualifies as a marital right, it is not such a right in the other spouse’s property. A com- 
munity property right is a right in one’s own property; the shibboleth of community 
property law is that each spouse has an equal, vested, and existing right in all commu- 
nity property. Poe v. Seaborn, 282 U.S. 101 (1930); United States v. Malcolm, 282 
U.S. 792 (1931) (dealing with the effect of Catir. Civ. Cope §161(a) ). 

86 No marital deduction would appear to be available for such a gift. I.R.C. §1004 
(a) (3) (F); Reg. 108, Sec. 86.16(c) (1949). Other types of agreements present even 
greater difficulties. Let us assume, for example, that at the time of the agreement it is 
expected that the annual earnings of the two spouses will be substantially the same after 
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No cases have been found wherein the Commissioner has contended 
that an antenuptial property agreement in a community property state 
results in gift tax liability. This inactivity by the Commissioner may 
be explained in large measure by the fact that the conversion between 
December 31, 1942 and April 3, 1948 of community property into separate 
property of the spouse who earned it, did not constitute a gift.* 

While antenuptial community property settlements present perplexing 
gift tax questions, they present relatively few income or estate tax prob- 
lems. However, if a present consideration passes in such an agreement, and 
if such present consideration consists of appreciated property, the income 
tax problems suggested by the Farid-Es-Sultaneh case ** would present 
themselves. The estate tax consequences of such an agreement appear to 
warrant no especial consideration beyond a mere reference to the fact that 
separate property of either spouse, converted from what otherwise would 
have been community property, affects the amount of the marital deduction 
available for estate tax purposes.*® 


marriage, but as the agreement later works out in one year M earns substantially more 
than W, while in a subsequent year the situation is reversed. If the original property 
agreement qualifies as “a sale, exchange, or other transfer of property made in the 
ordinary course of business (a transaction which is bona fide, at arm’s length, and free 
from any donative intent), [it] will be considered as made for an adequate and full con- 
sideration in money or money’s worth,” and no gift tax would be imposed, although 
actually one party would eventually receive more than the other from the agreement as 
it worked out. Reg. 108, Sec. 86.8 (1943). However, an antenuptial agreement in a non- 
community property state is not considered as being in the ordinary course of business. 
Merrill v. Fahs, 324 U.S. 308 (1945). And it would appear that the same rule would 
be applied to such an agreement in a community property state. If so, there would be 
a gift as to the excess received by one spouse over what such spouse gave up. In such 
a case there might be a gift from W to M in those years in which M’s income is the 
higher, and a gift from M to W in those years in which the reverse is true. On the 
other hand, it is arguable that it is necessary to await the termination of the marriage 
by death or divorce before determining the amount of the gift and the identity of the 
donee. Upon termination of the marriage a gift tax might be imposed upon the spouse 
who earned the smaller income, measured by one-half of the net excess earned by the 
other spouse. 

An additional complication is presented by another type of antenuptial agreement, 
where M and W agree that all income and property earned by each spouse after marriage 
shall be his or her separate property, and a cash or other present consideration passes 
from one spouse-to-be to the other. Would the value of the present cash consideration 
be subject to gift taxes in the year of the transfer, or would gift tax liability be postponed 
until termination of the marriage in order to determine the identity of the donee and 
the amount of the gift? 

87 Reg. 108, Sec. 86.8 (1943). Also, prior to the passage of the Revenue Act of 1948, 
the loss of income tax advantages of community property income discouraged the making 
of such agreements. 

88 See Part I, B. supra. 

89 The marital deduction is limited to one-half of the adjusted gross estate, and in 
determining the adjusted gross estate, community property and, under certain conditions, 
property converted therefrom, are subtracted. I.R.C. §812(e) (2), 
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II. Property AGREEMENTS INCIDENT TO SEPARATION OR DIVORCE 


“Farewell! thou art too dear for my possessing, 
And like enough thou know’st thy estimate: 
The charter of thy worth gives thee releasing; 
My bonds in thee are all determinate. . . .” 
SHAKESPEARE, Sonnet lrxxvii. 


The general common-law rule was that each spouse lost all dower or 
curtesy rights in the property of the other upon entry of a decree of 
absolute divorce but retained such rights in the event of a limited divorce 
or a legal separation.*°° In many American jurisdictions statutes have 
changed this rule so as to provide that a spouse guilty of certain acts of 
marital misconduct, forfeits all rights in the property of the other spouse 
(either at the time of the divorce or separation or immediately upon such 
misconduct), while the dower or curtesty rights of the innocent spouse 
are preserved or even accelerated upon separation or divorce.** In com- 
munity property states divorce or legal separation ordinarily results in 
a division of the community property.°* Thus, divorce or legal separation, 
whatever the jurisdiction, commonly entails substantial changes in property 
rights as well as in personal rights. 


A. Girt Tax ASPECTS 


The gift tax aspects of property settlement agreements incident to 
divorce or separation are presently controlled by the decision of the United 
States Supreme Court in Harris v. Commissioner.** 

To appreciate the import of that case, a short review of the state of 
the law prior thereto is necessary. Prior to the Merrill and Wemyss 
cases, the Commissioner had been unsuccessful in the Tax Court in at- 
tempting to impose gift tax liability on property settlement agreements 
incident to divorce or separation, whether such agreements dealt with 
the release of rights of support or of other marital rights in the trans- 
feror’s property, or both.** In cases involving the deductibility for estate 


902 VERNIER, AMERICAN FaAmity Laws §§96, 99, 100 (1935) ; 3 Jd. §§202, 221. 

91 [bid. 

923 Id. §178; 1 De Funtak, op. cit. supra note 83, §226 (1943). 

93 340 U.S. 106 (1950), reversing 178 F.2d 861 (2d Cir. 1949), which rev'd, 10 T.C. 
741 (1948). For a discussion of the state of the law prior to the Harris case, see Dicus, 
The Gift Tax in Relation to Marital Settlements Incident to Divorce, 27 Taxes 1130 
(1949) ; Seidman, Divorce and Gift Taxes, 28 Taxes 105 (1950) ; Note, Gift Taxability 
of Divorce Settlements, 24 Inv. L.J. 437 (1949) ; Note, Are Transfers of Property Pur- 
suant to Separation Agreements Gifts? 5 Tax L. Rev. 90 (1949). 

94 Clarence B. Mitchell, 6 T.C. 159, appeal dismissed, 46-2 USTC [10,519 (7th Cir. 
1946) Acq., 1946-2 Cum. Butt. 4 Nonacq., 1946-1 Cum. Butt. 5 (withdrawn) ; Matthew 
Lahti, 6 T.C. 7 (1946) Nonacq., 1946-2 Cum. Butt. 6; Lewis Cass Ledyard III, 5 TCM 
209 (1946), appeal dismissed (2d Cir. 1946) ; Estate of Julien H. Hill, 5 TCM 55 (1946), 
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tax purposes of claims arising from such agreements, he had been un- 
successful wherever the claim was embodied in a court decree,” and 
successful where such decree was lacking.*® 

Following his victories in the field of antenuptial agreements in the 
Merrill and Wemyss cases, the Commissioner issued an important ruling, 
E.T. 19.*%° In that ruling he took the following position regarding the 
estate and gift tax liability of property transfers incident to divorce or 
legal separation : 

(1) Such transfers are not made for an adequate and full consideration 
in money or money’s worth to the extent that they are made in considera- 
tion of a relinquishment or promised relinquishment of dower, curtesy, or 
of a statutory estate created in lieu of dower or curtesty, or other marital 
rights in the transferor’s property or estate. 

(2) Such transfers are made for an adequate and full consideration to 
the extent that they are made in satisfaction of rights of support.** 

As his authority for the first point he relied upon the Merrill and 
Wemyss cases. As to the second point he concluded, despite considerable 
judicial authority to the contrary,” that the right to support was not a 
marital right in property for gift or estate tax purposes. 

The Commissioner in his ruling drew no distinction between “legal 
separation agreements” and “divorce decrees,” that is, he apparently con- 
sidered that the presence or lack of a court decree had no effect on the 
gift or estate tax consequences of property transfers incident to divorce or 
separation. 

So much for the background at the time the Harris case arose. In that 
case, in 1943 W brought suit for divorce in Nevada. At the time W’s 
estate totalled some $1,000,000, and M’s estate, although smaller, was 
still substantial. On February 27, 1943, while the action was pending, the 


appeal dismissed (4th Cir. 1946) ; John R. Geary, 2 CCH T.C. Mem. Dec. 202 (1943) ; 
Herbert Jones, 1 T.C. 1207 (1943), appeal dismissed (7th Cir. 1944); accord, Lasker 
v. Comm’r, 138 F.2d 989 (7th Cir. 1943) (where the Court understood the Commissioner 
to have conceded the transaction was one “made in the ordinary course of business”). 

95 Comm’r v. Maresi, 156 F.2d 929 (2d Cir. 1946) ; Comm’r v. State Street Trust Co., 
128 F.2d 618 (1st Cir. 1942) ; Comm’r v. Estate of Swink, 155 F.2d 723 (4th Cir. 1946) ; 
Fleming, Ex’r. v. Yoke, 53 F. Supp. 552 (N.D. W.Va. 1944), aff'd per curiam, 145 F.2d 
472 (4th Cir. 1945); Edythe C. Young, 39 B.T.A. 230 (1939) Nonacq., 1939-1 Cum. 
Butt. (Part 1) 69. 

96 Meyer v. Comm’r, 110 F.2d 367 (2d Cir.), cert. denied, 310 U.S. 651 (1940); 
Adriance v. Higgins 113 F.2d 1013 (2d Cir. 1940); Helvering v. United States Trust 
Co., 111 F.2d 576 (2d Cir. 1940), cert. denied, 311 U.S. 678 (1941). 

97 1946-2 Cum. Butt. 166. 

98 On alimony, generally, see Norton, Tax Traps in Alimony Payments, 4 Ark. L. 
Rev. 325 (1950) ; Rich, Avoiding Tax Traps in Making Alimony Arrangements in NEw 
York University SEVENTH ANNUAL INSTITUTE ON FEDERAL Taxation 849 (1949) ; 
Scott, Taxation Aspects of Divorce and Separation, 21 Rocxy Mr. L. Rev. 397 (1949). 

99 Cases cited note 96 supra. 
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parties entered into a property settlement agreement. Each transferred 
property to the other, receiving in return a release from all property claims 
arising from the marriage. As part of the agreement W agreed to pay 
M $5,000 a year for ten years. 

The property agreement stated that its provisions regarding the annuity 
payments were not to be binding until and unless a decree of divorce 
was entered. It also provided that its covenants would survive any such 
decree. A decree of divorce was thereafter rendered in the divorce action, 
which decree incorporated the property settlement agreement and specifi- 
cally provided that the covenants thereof would survive the decree. The 
Commissioner held that the commuted value of the promised annuity was 
subject to gift tax.*°° His determination was ultimately rejected, but the 
divergent views of the three courts which heard the case so well epitomize 
the differing judicial attitudes on the problem, that they will be considered 
in some detail. 

(1) The Tax Court. The Tax Court held that there was no gift tax 
liability, following its own previous decisions holding that property settle- 
ments incident to separation or divorce (whether or not incorporated into 
a decree) were not subject to the gift tax.*” It had consistently held that 
the Merrill case did not apply to such property settlements, drawing several 
spurious distinctions between antenuptial and postnuptial settlements : 

(a) Property settlements incident to divorce or separation, unlike ante- 
nuptial property settlements, involve bona fide arm’s length bargain- 
ing—even acrimonious bargaining—in the ordinary course of business by 
the two parties or their attorneys. 

(b) The Merrill case does not cover “a situation in which divorce has 
converted the wife’s marital rights into immediately enforceable claims.” *° 
E.T. 19 is “invalid in so far as it does not also except [from gift tax 
liability, along with transfers in consideration of the right of support] 
transfers in settlement of presently enforceable claims.” ** 

(c) The marital rights of a spouse at the time of divorce, unlike his or 
her potential marital rights prior to marriage, are sufficiently certain for 
accurate valuation.*” 


100 He computed the value of this promise to be $41,291.88. W also assumed certain 
indebtedness of M’s in the amount of $47,650. This assumption was not incorporated 
into the decree, and gift tax liability was apparently conceded by taxpayer as to that 
amount. 

101 Cases cited note 94 supra. See, however, Judge Disney’s dissents in Edward B. 
McLean, 11 T.C. 543, 550 (1948) Nonacq., 1949-1 Cum. Butt. 6; William B. Harding, 
11 T.C. 1051, 1057 (1948) Acq., 1949-1 Cum. Butt. 2; Norman Taurog, 11 T.C. 1016, 
1022 (1948) Nonacq., 1949-1 Cum. Butt. 6. 

102 Edward B. McLean, supra note 101, at 549. 

108 [bid. 

104 This overlooks the fact that the Supreme Court refused to rest its decision in the 
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(2) The Court of Appeals for the Second Circuit. The Government 
appealed the Tax Court’s decision in the Harris case to the Court of 
Appeals for the Second Circuit, presenting to that Court for the third 
time the problem of gift tax liability of divorce or separation property 
settlements. 

The first of this none too harmonious trio of Second Circuit decisions 
was Commissioner v. Converse.’ Here the Circuit Court held that where 
a property settlement agreement was incorporated into a divorce decree, 
no gift tax liability resulted. The Court therefore was able temporarily 
to avoid the question of whether the Wemyss and Merrill cases applied 
to postnuptial property settlements as well as to antenuptial property agree- 
ments. With the Converse case, then, the decretal obligation test made 
its first appearance in the gift tax field. 

That the Second Circuit was not overly enthusiastic with this test was 
shown by its decision in Commissioner v. Estate of Barnard.* The facts 
of this case differed from those of the Converse case in that W paid M 
the sum of $50,000 pursuant to a property settlement agreement and prior 
to the entry of a divorce decree, in fact, even before the commencement 
of divorce proceedings. The Circuit Court, therefore, felt that the doctrine 
of the Converse case was inapplicable. It held that the rule of the Merrill 
and Wemyss cases applied equally to postnuptial agreements. The release 
of dower or other marital rights in a property agreement incident to 
divorce or separation does not therefore constitute adequate consideration 
for gift tax purposes. Hence, the transfer was subject to gift tax. 

In the Harris case, the Circuit Court, speaking through Judge Learned 
Hand, reasoned that since both the property settlement agreement and 
the decree itself specifically provided that the covenants of the agreement 
would survive the decree, the payment in question was founded equally 
upon the decree and upon the agreement." The Court therefore held 


Merrill case on the valuation factor. The First Circuit Court had earlier said that 
“inchoate dower is an indefeasible right, undoubtedly susceptible to approximate valua- 
tion.” Comm’r v. Bristol, 121 F.2d 129, 134 (1st Cir. 1941). Also sce authorities cited 
note 48 supra. 

105 163 F.2d 131 (2d Cir. 1947), affirming 5 T.C. 1014 (1946) Nonacq., 1946-1 Cum. 
Butt. 5. 

106 176 F.2d 233 (2d Cir. 1949), accord, Krause v. Yoke, 89 F. Supp. 91 (N.D. W.Va. 
1950), on appeal (4th Cir.), where the decree recited that the property had already been 
transferred to the wife. Taxpayer contended that the decree was erroneous in this state- 
ment, but the Court refused to hear evidence contradicting the decree. George C. Mc- 
Murtry, 16 T.C. 168 (1951). There a transfer was actually made after entry of the di- 
vorce decree. However, the agreement to make the transfer became binding upon the 
transferor prior to the entry of the decree which incorporated the agreement. For that 
reason the Tax Court held that the transfer constituted a taxable gift, limiting the rule 
of the Harris case to situations in which the property settlement agreement is conditioned 
upon entry of the decree. Three judges dissented. : 

107 178 F.2d 861 (2d Cir. 1949). 
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that the payment was subject to the gift tax, limiting the rule of the 
Converse case to situations in which the postnuptial transfers were made 
solely pursuant to a divorce decree. 

(3) The Supreme Court. Certiorari was granted at the request of the 
taxpayer and the decision of the Second Circuit was reversed, the Court 
holding in a five-to-four decision that the transfer in question was not 
subject to gift tax liability. Justice Douglas, who had dissented in the 
Merrill case, was the author of the majority opinion. 

The Court first made short shrift of the Tax Court’s attempted distinc- 
tion between antenuptial and postnuptial property agreements, and adopted 
the reasoning of the !Vemyss and Merrill cases. It stated that if the 
parties had carried out their property settlement agreement without re- 
sorting to the divorce court: *°* 


. . . there would be no question but that the gift tax would be payable. 
For there would have been a ‘promise or agreement’ that effected a relin- 
quishment of marital rights in property. It therefore would fall under the 
ban of the provision of the estate tax which by judicial construction has been 
incorporated into the gift tax statute. 


The Court then said that if the agreement did not provide that its 
covenants would survive the divorce decree, but it had been in fact sub- 
mitted to the court, it would be equally clear that the gift tax would not 
be applicable; ““Even the Commissioner concedes that that result would 
be correct in case the property settlement was litigated in the divorce 
action.” *°° The fact that this agreement was not actually litigated before 
the divorce court was declared to be unimportant. The fact that the agree- 
ment provided that its covenants should survive any decree of the divorce 
was likewise of no consequence, the Court stating : **° 


. .. If ‘the transfer’ of marital rights in property is effected by the 
parties, it is pursuant to a ‘promise or agreement’ in the meaning of the 
statute. If ‘the transfer’ is effected by court decree, no ‘promise or agree- 
ment’ of the parties is the operative fact. In no realistic sense is a court 
decree a ‘promise or agreement’ between the parties to a litigation. If finer, 
more legalistic lines are to be drawn, Congress must do it. 


Since the transfer in the Harris case was effected by court decree rather 
ithan by a promise or agreement of the parties, the Court held that no gift 
tax was payable, limiting the Code section imposing a gift tax upon trans- 
fers for an inadequate consideration in money or money’s worth™ to 
transfers effected by a promise or agreement. 


108 340 U.S. at 109. 

109 Jd. at 110. This concession was evidently made on oral argument; the Govern- 
ment’s brief contains no such concession. ‘ 
110 Jd. at 111. 
111 T.R.C. §1002. 
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In a puzzling coda to a puzzling opinion, a divorce property settlement 
transaction was compared to the following situation : *” 


. if two partners on dissolution of the firm entered into a transaction 
of this character or if chancery did it for them, there would seem to be no 
doubt that the unscrambling of the business interests would satisfy the spirit 
of the Regulations. No reason is apparent why husband and wife should be 
under a heavier handicap absent a statute which brings all marital property 
settlements under the gift tax. 


If the Court’s analogy is sound, an unscrambling of property interests by 
marital partners would be equally free from gift tax, whether accomplished 
by mutual agreement alone or by decree of a divorce court. Yet the Court 
had no hesitation in stating that a gift tax would be imposed had the 
unscrambling been made without the assistance or approval of a divorce 
court. Moreover, the gift tax statute has no provision to the effect that a 
partner’s interest in partnership assets or the relinquishment thereof does 
not constitute adequate consideration in money or money’s worth, while 
that statute, as previously interpreted by the Supreme Court in the Merrill 
case, contains just such a provision as to dower and other marital property 
interests. 

Justice Frankfurter, who was the author of the majority opinions in 
the Merrill and Wemyss cases, wrote the dissenting opinion in the Harris 
case. That dissent neither attacks nor adopts the decretal obligation test. 
It assumes, without deciding, that the Converse decision is correct, but 
even on that assumption distinguishes the instant case from the Converse 
case upon the reasoning followed by Judge Learned Hand in the Court 
below. 

Returning now to the majority opinion, it is surprising that the Supreme 
Court, before adopting the decretal obligation test, neither reviewed the 
judicial development of that doctrine, nor considered the extent to which 
that test conformed to the basic aims of the gift tax statute, nor gave 
thought to the possible consequences of that test in the gift and estate 
tax fields. A careful examination of any one of these approaches would 
seem to manifest the basic unsoundness of the test. 

1. The development of the test. Section 1002 of the Internal Revenue 
Code provides as follows: 


Sec. 1002. TRANSFER FOR LESS THAN ADEQUATE AND FULL CoNSIDERA- 
TION. 


Where property is transferred for less than adequate and full consideration 
in money or money’s worth, then the amount by which the value of the 


112 340 U.S. at 112. 
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property exceeded the value of the consideration shall, for the purpose of the 
tax imposed by this chapter, be deemed a gift, and shall be included in com- 
puting the amount of gifts made during the calendar year. 


No exception is made here with regard to transfers made pursuant to 
court decree; the section is not specifically limited to transfers pursuant 
to a promise or agreement. Such limitation was read into the gift tax 
statute on the analogy of a specific provision to that effect which is con- 
tained in the estate tax statute. Section 812(b) of the Code, dealing with 
the deductibility for estate tax purposes of claims against the estate, states: 


. . . The deduction herein allowed in the case of claims against the estate, 
unpaid mortgages, or any indebtedness shall, when founded upon a promise 
or agreement, be limited to the extent that they were contracted bona fide 
and for an adequate and full consideration in money or money’s worth; .... 
(italics supplied ) 

Apparently the putative ancestor of this test was the case of Edythe C. 
Young.** There the Board of Tax Appeals upheld the deductibility for 
estate tax purposes of a claim for alimony payable to the ex-wife of the 
decedent pursuant to a court decree.*** It reasoned that a claim for support 
or alimony is not a marital right in decedent’s property or estate, and 
that such a claim is not founded upon a promise or agreement, but is an 
obligation imposed by law. “Neither the obligation, nor the amount 
thereof, was created or determined by the agreement of the parties. The 
law imposed the one and the decree of court determined and adjudicated 
the other.*° The deduction was permitted not merely because the claim 
was embodied in a decree. The Board looked to the ultimate source of the 
rights involved and determined that such source was “an obligation im- 
posed by state law” rather than a promise or agreement.*”* 

In the meantime the Court of Appeals for the Second Circuit had de- 
cided in Estate of Meyer v. Commissioner," despite a persuasive dissent 
by Judge Learned Hand, that a right of support was a marital right in 
decedent’s property or estate. Hence, that Court held that unpaid claims 
under an alimony or property settlement agreement between decedent and 


118 39 B.T.A. 230 (1939) Nonacq., 1939-1 Cum. Buty. (Part 1) 69. 

114 At that time the Commissioner considered that a wife’s right of support was a 
marital right in the decedent’s property and did not, therefore, constitute an adequate 
and full consideration for estate tax purposes. The Commissioner therefore argued the 
claim in question was not deductible for estate tax purposes. The Commissioner has 
abandoned this position and now holds that the release of a right of support constitutes 
adequate and full consideration. E.T. 19, 1946-2 Cum. Butt. 166. 

115 39 B.T.A. 235. 

116 In Estate of Silas B. Mason, 43 B.T.A. 813 (1941) Nonacq., 1942-1 Cum. Butt. 
26, appeal dismissed (6th Cir. 1942), the Board, after a careful review of the appropriate 
legislative history, reached the same result. 

117110 F.2d 367 (2d Cir.), cert. denied, 310 U.S. 651 (1940). 
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his wife did not constitute a deductible claim from the estate for estate 
tax purposes. The reasoning of this case was squarely opposed to that 
of the Board in the Young case. The Second Circuit Court followed its 
own decision in several other cases, in all of which the agreement was 
not incorporated into a divorce decree. *** 

Following these decisions, another case, Estate of Francis B. Grinnell, 
came before the Board of Tax Appeals. There the facts were the same 
as those in the Young case, the alimony having been decreed by a court. 
Here the Board attempted to reconcile the Young and the Meyer cases. 
It followed the Meyer case in holding that a right of support was a marital 
property right. However, it permitted the deduction of the claim on the 
authority of the Young case, erroneously interpreting that case as turning 
solely upon the fact that the alimony payments had been decreed by the 
court. Although the Board apparently believed that it was applying only 
well-established law, it was actually creating the decretal obligation test. 
The Board’s decision in the Grinnell case was affirmed by the First Circuit 
without reconsideration of the line of reasoning used.**”? Shortly thereafter 
the Fourth Circuit adopted the decretal obligation test in two per curiam 
decisions,*** also without making an independent analysis of that test. 

In the Maresi case,*** the same problem was presented to the Second 
Circuit. That Court, affirming the Tax Court, did so on the basis of the 
Grinnell case, stating rather apologetically regarding the decretal obliga- 
tion test : *** 


119 


.. . At first blush the distinction may seem a little formal, but on con- 
sideration it appears to be sound. . . . Moreover, whatever doubts might 
remain as an original matter, the matter is one on which the Tax Court 
ruling should be highly persuasive, if not controlling, even if it were not 
backed by the support of two decisions of circuit courts of appeal. 


The criterion of the existence of a divorce decree as being the sole 
determinant of the imposition of estate or gift tax liability has thus never 
been fully justified or even adequately examined by any court. 


118 Adriance v. Higgins, 113 F.2d 1013 (2d Cir. 1940) (both dower and right of 
support involved) ; Helvering v. United States Trust Co., 111 F.2d 576 (2d Cir. 1940), 
cert. denied, 311 U.S. 678 (1941). 

119 44 B.T.A. 1286 (1941) Nonacq., 1941-2 Cum. Butt. 19. 

120 Comm’r v. State Street Trust Co., 128 F.2d 618 (1st Cir. 1942). 

121 Comm’r v. Estate of Swink, 155 F.2d 723 (4th Cir. 1946), affirming 4 TCM 518 
(1945); Yoke v. Fleming, 145 F.2d 472 (4th Cir. 1945), affirming 53 F. Supp. 552 
(N.D. W.Va. 1944). 

122 Comm’r v. Maresi, 156 F.2d 929 (2d Cir. 1946), affirming 6 T.C. 582 (1946). 

128 156 F.2d at 931. The blight of Dobson v. Comm’r, 320 U.S. 489 (1943), lay heavily 
upon the appellate courts at that time. See Paul, Dobson v. Commissioner; The Strange 
Ways of Law and Fact, 57 Harv. L. Rev. 753 (1944). The rule of the Dobson case has 
now been repealed. I.R.C. §1141(a). 
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Several soundly reasoned cases have refused to permit the interposition 
of a court decree to prevent the imposition of either gift or of estate tax 
liability. In Commissioner v. Greene *** a California court ordered the 
estate of an incompetent to make certain payments to the dependent chil- 
dren of the incompetent. These payments were held to be subject to gift 
tax as transfers of property without consideration, even though they were 
paid not only pursuant to a court order but also in discharge of a legal 
obligation imposed by state law. 

The Supreme Court held in City Bank Farmers Trust Co. v. 
McGowan *** that similar, court-directed payments made to dependents 
of an incompetent were subject to estate taxes as transfers in contemplation 
of death, to the extent that they exceeded the amount reasonably needed 
for their maintenance and support. 

Similarly, the Tax Court in Roland M. Hooker*** imposed a gift tax 
on a transfer for the benefit of a minor child made pursuant to a separation 
agreement ratified by a divorce decree, to the extent that the value of the 
property transferred exceeded the obligation to support the child during 
minority. The Court said: *** 


. . . The [circuit] court [in the Converse case] went on to state that the 
payment there was ‘of a liquidated debt created by the judgment and the 
discharge thereby of the respondent’s obligation to pay that debt was an ade- 
quate and full consideration in money or money’s worth for the transfer,’ 
and no taxable gift resulted. We are not disposed to remove this latter part 
of the opinion from its context. However, if it means that no payment in 
liquidation of a judgment is a taxable gift within section 1002, then this 
court disagrees and, with all due respect, declines to follow that opinion. . . . 
That section expressly provides that transfers in excess of an adequate con- 
sideration shall be deemed gifts for the purpose of the tax. Courts, asked 
to enforce contracts, do not inquire into the adequacy of consideration in 
cases, such as this, involving no fraud of any kind, but enforce agreements 
supported by anv valid consideration. Congress legislates in the light of 
existing law. ‘t may not be supposed that it intended to pass a law which 
could be circumvented by the clever process of entering into an agreement to 
make a transfer, supported by an inadequate money consideration, and then 
making the transfer to satisfy a judgment on the agreement. Nor would it 


124119 F.2d 3¢3 (9th Cir. 1941), reversing 41 B.T.A. 515 (1940), cert denied, 314 
U.S. 641 (1941). 

125 323 U.S. 594 (1945). 

126 10 T.C. 388 (1948), aff'd, 174 F.2d 863 (5th Cir. 1949). See also Judge Disney’s 
dissent in Norman Taurog, 11 T.C. 1016, 1029 (1948) Nonacq., 1949-1 Cum. BuLt. 6, 
wherein he states, “Freuler v. Helvering, 291 U.S. 35 founds a line of authority that 
judgments by consent will not be allowed to determine tax consequences.” 1 Pauvt, 
FeperAL Estate AND Girt TAXATION 610 (1942) and Rudick, supra note 1 are also 
critical of the decretal obligation test. 

127 Jd. at 392. However, the Tax Court itself followed the decretal obligation test in 
Albert V. Moore, 10 T.C. 393 (1948) Nonacq., 1948-1 Cum. Butt. 4. 
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matter if, as here, a change of mind occurred after the agreement and the 
donor was forced to abide by his earlier agreement. A divorce court would 
certainly not interfere to prevent a father from making greater provision for 
his minor children than the minimum required by law or more than the court 
could require. Yet the excess would be a gift under section 1002. 


The decretal obligation test is thus the offspring of the shotgun wedding 
between the obviously incompatible Young and Meyer cases. It is un- 
fortunate that the Supreme Court before adopting that test did not look 
into its dubious ancestry. 

2. Legislative history. Nor does the legislative history either of the 
gift tax or of the estate tax justify the distinction drawn between a prop- 
erty settlement agreement incorporated into a divorce decree and one not 
so incorporated. Section 812(b) of the Code, which is purportedly the 
statutory authority for the doctrine, states: 


. . . The deduction herein allowed in the case of claims against the estate, 
unpaid mortgages, or any indebtedness shall, when founded upon a promise 
or agreement, be limited to the extent that they were contracted bona fide and 
for an adequate and full consideration in money or money’s worth; ... . 
(italics supplied) 

The italicized phrase was added to section 812(b) by the Revenue Act 
of 1932.**° The purpose of the addition, as explained by the reports of the 
Congressional committees, was to insure that claims based upon liabilities 
imposed by law or arising out of torts would be deductible.*” The added 
phrase was declared by the Congressional committees to be a “clarifying 
provision,” which was merely declarative of the pre-existing law.**° In 
view of this evidence of Congressional intent, it is inconceivable that it 
was intended that an agreement, which would otherwise give rise to gift 
or estate tax liability, would “suffer a sea-change into something rich 
and strange,” that is, into something exempt from such tax liability, 
merely by the technical device of incorporation into a court decree. 

The symptoms of judicial amnesia as well as of judicial myopia are 
evident in the Harris case. The Court made no mention of the fact that 
gift tax liability is incurred “whether the gift is direct or indirect” ** and 
“regardless of the means or device employed’’ to make the transfer.** 
The Court failed to recall its own statement that it was “the evident desire 
of Congress [in imposing the gift tax] to hit all the protean arrangements 


128 Sec. 805. 

129 H. R. Rep. No. 708, 72d Cong., Ist Sess. 48 (1932) ; Sen. Rep. No. 665, 72d Cong., 
Ist Sess. 51 (1932). 

130 [bid. 

131 T.R.C. §1000(b). 

132 H, R. Rep. No. 708, 72d Cong., Ist Sess. 28 (1932) ; Sen. Rep. No. 665, 72d Cong., 
Ist Sess. 39 (1932) ; accord, Reg. 108, Sec. 86.2 (1943). 
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which the wit of man can devise that are not business transactions within 
the meaning of ordinary speech.” *** Also ignored were the major ob- 
jectives of the gift tax in “discouraging family settlements so as to avoid 
high income surtaxes” *** and in supplementing the estate tax so as to 
prevent the tax-free devolution of property.**° Even more basically, the 
Court neglected its own oft-repeated injunction that in matters of taxation 
substance rather than form should govern.*** 

3. The possible consequences of the decretal obligation test. The Harris 
case establishes what might be termed a “de-marital deduction” (in ref- 
erence to the time at which it may be claimed) or a “super-marital deduc- 
tion” (in reference to its extent) applicable to marital property settlements 
incorporated into divorce decrees. This deduction is more generous than 
the marital deduction contained in the gift tax law, which exempts from 
gift tax only one-half the value of an inter vivos gift made to a spouse,**’ 
and than the marital deduction of the estate tax, which permits up to one- 
half of the adjusted gross estate of one spouse to pass to the surviving 
spouse at his death.*** The deduction permitted by the Harris case is 
limited neither to one-half of the gift nor to one-half of the transferor’s 
estate; it is limited only by the agreement of the parties, subject to the 
approval of the court. 

It may well develop that the cheapest way of making a substantial gift 
to a member of the opposite sex (subject, of course, to the prohibitions 
against incest and bigamy) would be to enter into marriage with such 
person, and shortly thereafter make the desired transfer by way of a 
property settlement incorporated into a divorce decree. Of course, the 
Commissioner might raise the old question of substance rather than 
form,’** or the courts might require some non-gift tax motive for the 
marriage and divorce. 

Even more disturbing is the fact that the doctrine of the Harris case 
does not seem to be limited to divorce settlements ; it appears equally ap- 
plicable whenever a transfer (which would otherwise constitute a gift 
for gift tax purposes) is made pursuant to a court judgment or decree. 
If the rule is thus broadened, numerous opportunities for avoiding gift 
and estate taxes would present themselves. 


133 Comm’r v. Wemyss, 324 U.S. 303, 306 (1945). 

134 Merrill v. Fahs, 324 U.S. 308, 313 (1945). 

185 H. R. Rep. No. 708, 72d Cong., Ist Sess. 28 (1932); Sen. Rep. No. 665, 72d Cong., 
Ist Sess. 40 (1932). 

186 Gregory v. Helvering, 293 U.S. 465 (1935); Comm’r y. Court Holding Co., 324 
U.S. 331 (1945). 
137 T.R.C. §1004(a) (3). 
188 Jd, §812(e). 
138a Cf, G.C.M. 25250, 1947-2 Cum. Butt. 32. 
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For example, 4, without receiving any consideration therefor, gives to B 
his promissory note in the amount of $100,000, payable in six months. 
If B should attempt to enforce collection of the note, A could invoke the 
defense of lack of consideration.** A has not yet, therefore, incurred gift 
tax liability ; no such liability would ordinarily arise until A paid the note 
or until B transferred it to a holder in due course, who could enforce 
payment thereon.**® On the due date, A refuses to pay and B brings suit. 
A fails to invoke the defense of lack of consideration, and judgment is 
entered for B. A then satisfies the judgment and claims that under the 
Harris case no gift tax could be imposed upon him. A’s obligation to 
pay B did not become fixed and binding until the court judgment was 
rendered. Unless the court is willing to limit the rule of the Harris case to 
property settlements incident to divorce or to other situations in which 
donative intent is lacking, A’s contention would appear to be well-taken.** 

The consequences to the revenues of such a broad application of the 
Harris case appear to require the strictest limitation of that case to its 
actual facts. 


B. Estate TAx ASPECTS 


To a greater extent even than antenuptial property agreements, prop- 
erty settlements incident to divorce or separation would seem seldom 
to have been entered into with the thought of death as the impelling 
motive of the transfer. Rather the thought of life—and a more pleasant 
and unencumbered life—would appear to be the impelling motive. And 
the Tax Court so held in the only case found in which the Commissioner 
has raised the contemplation of death issue with respect to a divorce 
property settlement.**? Therefore, except in highly unusual cases, there 


189 NEGOTIABLE INSTRUMENTS LAw §28. 

140G.C.M. 16460, XV-1 Cum. Buti. 369 (1936); Lampert v. Willcutts, 15 AFTR 
789 (D. Minn. 1932). 

141 A somewhat different example is suggested in Roland M. Hooker, 10 T.C. 388 
(1948), aff'd, 174 F.2d 863 (Sth Cir. 1949). A, in return for B’s promise to pay him 
$3,000, agrees to transfer to him property worth $20,000. A refuses to transfer the prop- 
erty and B brings suit on the contract and obtains either specific performance or an 
equivalent amount of damages. A, pursuant to the judgment, transfers the property to 
B, or satisfies a judgment for damages. A claims that no gift tax is due since the trans- 
fer was made pursuant to a court judgment, and hence the requirement of adequate and 
full consideration is inapplicable. However, even under the rule of the Harris case, gift 
tax liability might well be imposed. Since the agreement became binding upon A at the 
time that it was entered into, gift tax liability would appear to have arisen at that time. 
Cf. Comm’r v. Barnard, 176 F.2d 233 (2d Cir. 1949); George G. McMurtry, 16 T.C. 
168 (1951). While the Harris case might well prevent an unconsummated gift from 
being subject to gift tax, it does not follow that it has the ex post facto effect of trans- 
forming a completed gift into an exempt transfer pursuant to court decree. 

142 Estate of George F. Hurd, 9 T.C. 681 (1947) Acq. 1948-1 Cum. Butt. 2. It was 
stipulated that the transfers “were not made in contemplation of death in the sense that 
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appears to be relatively little danger that a divorce or separation property 
settlement agreement would be held to have been a transfer in con- 
templation of death. 

If a taxpayer dies leaving an unsatisfied obligation outstanding under a 
property settlement agreement, such claim would not be deductible for 
estate tax purposes where the agreement has not been incorporated into 
a court judgment or decree.*** 

Where a property settlement agreement has been incorporated into a 
divorce decree, entirely different estate tax consequences may ensue. 
These consequences may vary, dependent upon the type of property in- 
volved or upon whether the agreement is executory or not. 

1. Claims against the estate. It is clear, from the Harris case, with 
its specific approval of the Maresi case,*** that decedent’s unexecuted 
obligations under a property settlement agreement incorporated into a 
divorce decree are deductible from the decedent’s estate. This rule would 
appear to be broad enough to cover the following situation: W sues M 
for divorce. Under the property settlement agreement embodied in the 
decree of divorce, M is required to leave one-half of his property to W 
at his death and the remaining one-half to D (their daughter).***° Under 
the Harris case, W’s and D’s claims would appear to be deductible from 
M’s estate, thus completely avoiding estate taxes at M’s death.*** 

2. Insurance. If, pursuant to a divorce property settlement embodied 
in a decree, M transfers to W certain insurance on M’s life upon which 
M has heretofore paid the premiums, such insurance would not be included 
in M’s estate at his death under the provisions of section 811(g) of the 
Internal Revenue Code. This would be true, even though M retains certain 
incidents of ownership over the policy, and even, it would seem, if the 
decree requires that M continue to pay the premiums. This result would 


the decedent, when he executed them, had a present apprehension from some existing 
bodily or mental condition that death was near at hand and no such fear or apprehension 
was the dominant motive for the assignment.” Jd. at 687. 

143 Cases cited note 96 supra. 

144 Comm’r v. Maresi, 156 F.2d 929 (2d Cir. 1946). 

145 Some divorce courts are willing to incorporate such provisions in their decrees; 
see Markwell v. Comm’r, 112 F.2d 253 (7th Cir. 1940). 

146 Compare the following situation: M and W enter into a property settlement agree- 
ment incident to divorce or separation (or at any other time), whereby M promises that 
his entire net estate will go to W at his death. W in return for M’s promise undertakes 
to do the same. The agreement specifically states that it is conditioned upon its acceptance 
by the probate court after M’s or W’s death, and that it shall be of no force and effect 
unless it is approved by that court. M dies, leaving all his property to someone other 
than W. W claims M’s entire net estate, and the probate court upholds W’s claim. 
M’s estate maintains that the amount of W’s claim, under the Harris case, is deductible 
for estate tax purposes. Such an argument would undoubtedly be rejected, as its adop- 
tion would make ineffective the entire estate tax. 
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be reached since that section of the Code is not applicable where the policy 
was transferred by the decedent in a transaction which did not constitute 
a gift, in whole or in part, subject to gift tax.?* 

3. Inter vivos transfers. Under the Harris case a transfer made in 
compliance with a divorce decree is not required to meet the “adequate 
and full consideration in money or money’s worth” test of the gift tax 
law or of section 812(b) of the estate tax statute (regarding the de- 
ductibility of claims against the estate) since such a transfer is not based 
upon a promise or agreement. 

The includibility of several types of inter vivos transfers in the trans- 
feror’s gross estate depends on whether or not such transfers were made 
“for an adequate and full consideration in money or money’s worth.” 
Various sections of the estate tax statute require the inclusion in decedent’s 
estate, generally speaking, of transfers made in contemplation of death,*** 
transfers in which decedent has retained a life estate,**® transfers intended 
to take effect at decedent’s death,**° and transfers revocable by the de- 
cedent.*** However, all of these sections except from their application “a 
bona fide sale for an adequate and full consideration in money or money’s 
worth.” 

The court, in applying these sections to such inter vivos transfers made 
pursuant to a court decree, will be faced with a dilemma of major pro- 
portions. An example will make this clear. Suppose W sues M for divorce. 
The divorce decree requires M to transfer certain property to W but 
reserves to M a reversionary interest, which would ordinarily render such 
property includible in M’s estate.’ If M dies prior to having satisfied the 
judgment, W’s claim against his estate is deductible for estate tax pur- 
poses.*** On the other hand, if M transfers the property to W prior to 
his death, the transferred property would be includible in his estate, unless 
the transfer is held to constitute a bona fide sale for a full and adequate 
consideration in money or money’s worth.*™* 

The court will have two unpalatable alternatives before it in such a 
case. It might hold that any such transfers made pursuant to a court 
decree are not includible in the estate of the transferor under the various 
sections of the estate tax law referred to above. Having swallowed the 


147 T.R.C, §811(g) (3). Of course, such insurance might be includible under some other 
provision of the estate tax law. 

148 Jd, §§811(c) (1) (A), 811(1). 

149 Jd, §811(c) (1) (B). 

150 Jd, §811(c) (1) (C). 

151 Jd. §811(d). 

152 T.R.C. §§811(c) (1) (C), 811(c) (3). 

158 Comm’r v. Maresi, 156 F.2d 929 (2d Cir. 1946). 

154]. R.C. §811(c). 
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camel—the decretal obligation test—the court might not strain at a gnat; 
it could and probably should logically hold that transfers pursuant to a 
court decree are exempt from the other sections of the estate tax law to 
the same extent as “a bona fide sale for an adequate and full consideration 
in money or money’s worth.” 

On the other hand, the court might hold that a transfer in which de- 
cedent retained a reversionary interest would be includible in his gross 
estate even though made pursuant to a court decree. The applicable estate 
tax section, unlike section 812(b), does not except transfers made other 
than by a promise or agreement ; it excepts only a “bona fide sale for an 
adequate and full consideration in money or money’s worth,” and a 
transfer made in return for the relinquishment of marital property rights 
does not so qualify. 

Utilization of the latter approach would require the court to view with 
equanimity the incongruous result of treating an unexecuted divorce 
property settlement embodied in a decree as effectively reducing estate tax 
liability, while denying such favorable treatment to an identical settlement 
which has been fully executed! 

On the other hand, the full acceptance of the implications of the Harris 
case in the estate tax field would strike a crippling blow at that tax, so 
crippling a blow that the overruling of the Harris case, either legislatively 
or judicially, or the strictest limitation of that case to its facts seem a 
foregone conclusion.*”* 


C. Income Tax ASPECTS 


Where, in a property settlement agreement incident to divorce or 
separation, M transfers to W property which has appreciated in value, 
it seems clear that M realizes gain to the extent of the then fair market 
value of the property transferred over its adjusted basis.**° And all of the 
other problems suggested by the Farid-Es-Sultaneh case* are equally 
present in property settlement agreements incident to divorce or separation. 
In fact, since a property settlement contained in a divorce decree is not 
a gift for gift tax purposes, a fortiori, it would seem that such a transfer 
is not a gift for income tax purposes. Beyond these problems, property 


155 Cf. Comm’r v. Jacobson, 336 U.S. 28 (1949), limiting Helvering v. American Den- 
tal Co., 318 U.S. 322 (1943) ; Comm’r v. Estate of Church, 335 U.S. 632 (1949), in 
effect overruling May v. Heiner, 281 U.S. 238 (1930). The Tax Court has held, three 
judges dissenting, that the rule of the Harris case is inapplicable if the settlement agree- 
ment (even though incorporated into the divorce decree) became binding upon the parties 
prior to the entry of the decree. George G. McMurtry, 16 T.C. 168 (1951). 

156 Comm’r v. Halliwell, 131 F.2d 642 (2d Cir. 1942), cert. denied, 319 U.S. 741 
(1943) ; Comm’r v. Mesta, 123 F.2d 986 (3d Cir. 1941), cert. denied, 316 U.S. 695 (1942). 
157 Farid-Es-Sultaneh v. Comm’r, 160 F.2d 812 (2d Cir. 1947). 
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settlement agreements incident to divorce appear to entail no serious in- 
come tax consequences. 


D. Property SETTLEMENT AGREEMENTS INCIDENT TO SEPARATION OR 
Divorce IN COMMUNITY PROPERTY STATES 


Since the repeal of the 1942 community property amendments by the 
Revenue Act of 1948, an equal division of community property *** between 
husband and wife incident to divorce or separation (or at any other time) 
does not result in gift tax liability to either party. Likewise, since only 
half of any community property is now includible in the estate of either 
spouse for estate tax purposes,*”® such a division does not affect the estate 
tax liability of either party. It has been held, even under the 1942 amend- 
ments, that an equal division of community property between husband 
and wife did not result in a taxable gift,* and that such a division made 
in contemplation of M’s death did not result in the inclusion in his estate 
of the half of such community property received by W.*™ 

Local law frequently permits, or even under certain conditions requires, 
an unequal division of community property upon divorce.**® Whether the 
excess in such an unequal division not made under the aegis of a divorce 
court would constitute a gift, is a difficult question. However, if such 
unequal division is embodied in a court decree, there would be no gift tax 
liability under the rule of the Harris case.*® 

The income tax aspects of a community property settlement agreement 
are of considerable importance. The form of the agreement has a con- 
siderable effect upon the income tax consequences; hence each of the 


158 Except community property, in which the wife has a mere expectancy, such as pre- 
July 29, 1927 California community property. Such property will be treated as the hus- 
band’s separate property for gift tax purposes. Fish v. Helvering, 75 F.2d 769 (D.C. Cir. 
1934) ; Gillis v. Welch, 80 F.2d 165 (9th Cir. 1935), cert. denied, 297 U.S. 722 (1936). 
The discussion above as to separate property is applicable to such community property. 

159 Except as to pre-July 29, 1927 California community property, see note 158 supra, 
and as to Nevada and New Mexico community property. In the latter two states, the 
wife’s interest ceases at her death and therefore is not part of her estate for estate tax 
purposes. See Hernandez v. Becker, 54 F.2d 542 (10th Cir. 1931) (N.M.) ; Telegraphic 
Ruling of Commissioner, Sept. 30, 1948, 5 P-H {76,406 (1948) (Nev.). Should the 
husband predecease the wife, apparently only one-half of the Nevada or New Mexico 
community property is includible in his estate. I.T. 2742, XII-2 Cum. Butt. 77 (1933) 
(N.M.); Telegraphic Ruling, supra (Nev.). 

160 Norman Taurog, 11 T.C. 1016 (1948) Nonacq., 1949-1 Cum. Buti. 6; Edward M. 
Mills, 12 T.C. 468 (1949) Nonacq., 1949-2 Cum. Butt. 4; aff'd, 183 F.2d 32 (9th Cir. 
1950) ; Essick v. United States, 49-2 USTC {I]10,740, 10,744 (S.D. Calif. 1949), ap- 
peal dismissed (9th Cir. 1951). 

161 Rickenberg v. Comm’r, 177 F.2d 114 (9th Cir. 1949), reversing 11 T.C. 1 (1948) 
(the transfer was not made incident to separation or divorce). 

162] De FunrIAK, PRINCIPLES oF CoMMUNITY PropEeRTy §227 rom 

168 340 U.S. 106 (1950). 
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several major varieties of such agreements must receive separate con- 
sideration. 

1. Partition of the community assets. The simplest (and certainly 
the most uncommon) form of such a property settlement agreement is 
one in which the ex-spouses become tenants in common of all of the 
former community property, or where there is a true partition of the 
community property, that is, each specific asset is divided into two equal 
parts and one part goes to each ex-spouse as his or her separate property. 
It seems clear that a property settlement of this type does not entail income 
tax liability to either spouse. Such a partition is not a taxable event, not 
a closed transaction. In the words of the Tax Court, where *™* “in ex- 
change for a vested undivided one-half interest in the whole, each party 
receives a vested interest in the whole of one-half, obviously there would 
be no resulting taxable gain and no change in basis of any of the property 
by reason of the settlement.” 

2. Equal division of the community property assets. In this type of 
settlement, some of the assets go in their entirety to one spouse, and the 
remaining assets go in their entirety to the other, but the total amount 
received by each spouse is the same. In the two cases which have presented 
this situation to the Tax Court, such a division has been held to entail 
no income tax liability. 

In Frances R. Walz *® a Texas couple came to the parting of the ways, 
their community property being worth about $92,000 at the time. They 
executed a property settlement agreement whereby IV received the family 
home (valued at $4,000), certain stock (valued at $6,650) and M’s in- 
terest-bearing promissory note for an amount equal to the remaining value 
of one-half the community property.*** M claimed on his income tax 
return to have incurred a loss on the settlement of $10,231, representing 
the difference between the cost to the community of the stock distributed 
to W and its fair market value as of the date of its transfer to her.’” 
The Tax Court denied the claimed deduction on the ground that the trans- 
action was not a sale or exchange but was a “partition” which did not 
result in gain or loss.*** This transaction was actually neither a true 
“partition” of each individual community asset, nor a complete liquidation 
in kind of the community, nor even a straightforward division of property, 
since the husband retained most of the community assets and instead gave 


164 C, C. Rouse, 6 T.C. 908, 914, aff’d, 159 F.2d 706 (5th Cir. 1947). 

165 32 B.T.A. 718 (1935). This case was reviewed by the Board without dissent. 

166 The composition of the community property is not otherwise disclosed. 

167 In any event, the husband should be allowed only one-half of such loss since he 
had disposed only of his community one-half interest. 

168 As an alternative ground, the Court said that any loss incurred would not be de- 
ductible since it was not incurred in a transaction entered into for profit. I.R.C. 
§23(e) (2). See discussion note 55 supra. 














1951] TAX ASPECTS OF MARITAL PROPERTY AGREEMENTS 55 


to the wife his promissory note of equivalent value. Nevertheless, the 
Court said : *° 


Gain or loss on this property thus divided would depend upon its sub- 
sequent disposal by the respective parties. Here there has been no sale or 
exchange of the property in question, but a division of property. . . . 


A similar result was reached in the more recent case of Ann Y. Oliver.*” 
In that case the community property was divided equally between the 
spouses, some of the assets going in their entirety to one spouse, the 
others going in their entirety to the other. As a result of the property 
settlement in question, the husband obtained all the shares of certain stock 
formerly held by the community. Subsequently, he sold those shares, 
claiming as his basis the adjusted cost basis to the community. The Com- 
missioner took the surprising position that the husband’s basis was limited 
to one-half of such original basis. His theory was that “each spouse had 
a community interest in one-half of the remaining cost and since petitioner 
paid nothing for the basis of his former wife, he did not acquire her basis 
in the property settlement agreement.” ** The Court rejected the Com- 
missioner’s novel theory, pointing out that its effect would be to reduce 
the basis of all the community property by one-half. The Court held that 
the transaction was not a sale but a “partition” in which the basis for the 
community assets remained the same.*’* Taxpayer was therefore per- 
mitted to use as his basis the entire amount of the adjusted cost basis 
of the stock to the community.*” 


169 32 B.T.A. 718, 720 (1935). 

1708 TCM 403 (1949). 

171 Jd. at 430. 

172 The Court placed some reliance on the fact that the property agreement did not 
contain the words “buy or sell”! 

178 Of the two alternatives presented to it—the entire community basis or one-half 
thereof—the Court obviously adopted the fairer one. But even if the transaction consti- 
tutes a partition upon which gain or loss is not recognized, it does not follow that the 
basis of each asset would remain the same. Let us assume that the composition of the 


community property is as follows: 
Adjusted Basis to Fair Market Value 


Community at Time of Division 
(OE Ay rere Rate ne $10,000 $50,000 
WEE 3.5 cc cl emccacbioncheeasenin 20,000 50,000 
Re oe inst tc ies bate g 70,000 50,000 
Partnership Interest ............ i 50,000 
BON Si wiak eeu eine conse $180,000 $200,000 


We will assume further that M receives as his separate property the stocks and the 
partnership interest, while W receives as her separate property the home and the farm. 
No gain or loss is recognized under the rule of the Walz case. Under the Oliver case 
M’s basis for the stocks would be $70,000, and for the partnership interest $80,000; while 
W’s basis for the home would be $10,000 and for the farm $20,000. The unfairness to W 
of such a result is immediately apparent, as are the possibilities of tax avoidance. Cf. 
Johnson v. United States, 135 F.2d 125, 128 (9th Cir. 1943). A preferable rule, if gain 
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The soundness of the Walz and Oliver cases is very dubious. Of course, 
a distribution in kind of partnership assets on the dissolution of an ordi- 
nary commercial partnership results in no taxable gain to the former 
partners.‘* The same result does not necessarily follow as to divisions 
of community property upon dissolution of a marital community. A com- 
mercial partnership is recognized for tax purposes, at least to a limited 
extent, as a partial or quasi-entity,*”* while this is definitely not the case 
as to a marital “partnership” or community.’ Each spouse is viewed 
as owning an interest in each of the specific assets of a marital community 
rather than an interest in the community itself.*’ Hence, the rule as to 
commercial partnerships seems inapplicable to property settlements incident 
to divorce.*** In fact, in the Walz case the transaction more closely 
resembled the sale of a partnership interest than a distribution in kind of 
partnership assets. 

Let us assume that A and B (who are neither husband and wife nor 
partners) own a farm and a block of stock (of equal value) as equal 
tenants in common. They execute an agreement whereby A becomes the 
sole owner of the farm and B becomes the sole owner of the stock. This 
transaction is not a partition (since each receives all of one piece of 
property), nor the dissolution of a partnership in kind, nor the exchange 
of substantially similar assets.‘ Therefore, gain or loss from the sale 
would certainly be recognized.**° It is difficult to see why a different result 
should obtain if the parties are husband and wife who are contemplating 
divorce or separation. 

3. Unequal division of the community assets. The cases which have 
dealt with unequal divisions of community property in divorce or separa- 
tion agreements have held that any gain from such transactions will be 
fully recognized. 


is not to be recognized, would be for each spouse to be allowed a total basis of one-half 
of the total basis to the community, $90,000 in our example, and to require a proration 
of such one-half among the assets received, either according to the original basis or ac- 
cording to the fair market value of each parcel at the time of the division. Cf. I.R.C. 
§113(a) (13) ; G.C.M. 20251, 1938-2 Cum. Butt. 169 (dealing with distributions in kind 
by a partnership to its members). 

174 Reg, 111, Sec. 29.113(a) (13)-2 (1943). 

175 See Brookes, The Strange Nature of the Partnership Under the Income Tax Law, 
5 Tax L. Rev. 35 (1949) ; Rabkin and Johnson, The Parnership Under the Federal Tax 
Laws, 55 Harv. L. Rev. 909 (1942). 

176 Everett N. Crosby, 46 B.T.A. 323, 326 (1942), rev'd per curiam on other grounds, 
43-2 USTC 79588 (9th Cir. 1943). 

177 Halpern, supra note 1. 

178 Even if a property division of the type under discussion is not considered a parti- 
tion, recognition of gain or loss thereon might be precluded, in the case of certain types 
of property, by sections 112(b)(1) or (2) of the Code. 

179 T.R.C. §112(b) (1). 
180 Jd, §§22(a), 111, 112(a). 
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In Johnson v. United States *' M and W, residents of California, in 
March, 1935, divided their community property. Each received certain 
assets as his or her separate property, and the value of such assets received 
by each spouse equalled one-half of the total value of the community 
property.**? In addition, M promised to pay W’s income tax liability for 
1934 and 1935. The Court of Appeals for the Ninth Circuit held that 
this exchange resulted in taxable gain to M (the question of W’s income 
tax liability was not before the Court). The Court stated :*** 


Here there is a property settlement, where not only is there an exchange 
of the community assets of both business and nonbusiness property, . . . but 
the husband covenants to pay thereafter the wife’s debts,—taxes assessed 
and to be assessed against her individually. .. . 

The [lower] court held what was done was not such a taxable event. We 
do not agree. Here was something more than a mere division of property. 
The appellant [/] admits that in the transaction so dealing in property he 
made a gain of over two thousand dollars. We regard it as a taxable gain. . . . 


It is difficult to determine whether the holding of the Johnson case 
rests upon the fact that the transfer was not a true partition, on the fact 
that the property division was unequal, or on the fact that there was not 
only a transfer of community assets but an agreement on the part of M 
to pay one of the obligations of W (her income tax liability). 

In Rouse v. Commissioner *** M and W owned some $91,400 worth of 
community property and, in addition, W owned separate property worth 
$27,000. In a property settlement W received in lieu of both her share 
of the community property and her separate property, property worth 
some $30,800 and M’s interest-bearing promissory note of some $29,200. 
M retained the remainder of the property. Thus, W received some $60,000 
in return for property worth some $72,700. M later sold some of the 
assets so received and used as his basis the original cost to the community. 
The Commissioner used the original cost basis for one-half of the property, 
but used as the basis for the other half the cost to M of acquiring his wife’s 
interest therein. The Tax Court and the Court of Appeals for the Fifth 
Circuit both upheld the Commissioner on the ground that this transaction 
constituted a sale or exchange rather than a partition. Both Courts relied 
on the Johnson case and distinguished the Walz case on the grounds that 
W’s separate property was included in the transfer and that W received 
less than she would have received if the property had been partitioned.** 


181 135 F.2d 125 (9th Cir. 1943), reversing 45 F. Supp. 377 (S.D. Calif. 1941). 

182 According to the trial court, 45 F. Supp. 377. 

183 135 F.2d at 130. 

184 159 F.2d 706 (Sth Cir. 1947), affirming 6 T.C. 908 (1946). 

185 The husband assumed the support of the minor children to a greater extent than 
the state law required, but this was not considered to be a concession to his wife. 
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The same result was again reached by the Fifth Circuit in Long v. 
Commissioner,** where the community property division was unequal, 
although apparently no separate property was involved. 

The results of the Johnson, Rouse and Long cases appear to be sound, 
but the same cannot be said about the criterion of inequality as distinguish- 
ing a tax-free partition from a taxable exchange. An equal exchange is 
no less an exchange than an unequal one. A diffc. ence in the value of what 
each spouse receives may be the result of any of « number of factors—dif- 
ference in bargaining power, a reflection of local law whereby under the 
circumstances one spouse would be entitled to more of the community 
property than the other, or a mere difference of opinion as to valuation. 
It would therefore appear that a community property settlement, which 
does not constitute a true partition and which does not fall within the 
provisions of sections 112(b)(1) or 112(b)(2) of the Code, will ulti- 
mately be held to constitute a taxable event. 

While gain on a division of community property may be taxable, recog- 
nition of any loss incurred would be ordinarily, if not universally, pro- 
hibited by one or more sections of the Internal Revenue Code.** 

One other income tax consideration remains for brief discussion. Let 
us assume that M and WV utilize the cash receipts method of reporting 
income, and that at the time of the property settlement agreement they 
have accrued, but have not yet received, income of $50,000 which, if 
received before the execution of the property agreement, would have 
constituted community property.. Under the agreement M is permitted to 
collect and keep the entire amount of $50,000. Since under state law the 
status of the parties at the time the income was earned or accrued de- 
termines whether it is community or separate income,*** M would be 
taxable only on one-half of the $50,000, and !V would be taxable on 
the other half.**° 


CoNCLUSION 


The Merrill and the Wemyss cases have furnished satisfactory answers 
to many of the basic questions as to the tax aspects of antenuptial property 
agreements. The Harris case has supplied answers, which are neither 
clear nor satisfactory, to some of the questions involved in divorce property 
settlement agreements. Incidental problems as to both types of agreements, 
such as the impact of the community property system thereon and the 


186 173 F.2d 471 (5th Cir. 1949), reversing 6 TCM 614 (1947), cert. denied, 338 U.S. 
818 (1949). 
187 T.R.C. §§23(e), 24(a) (1), 24(b). See note 56 supra. 
188 3 MERTENS, LAW oF FEDERAL INCOME TAXATION §19.15 (1942). 
189 Johnson v. United States, 135 F.2d 125 (9th Cir. 1943). 
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treatment of the so-called “installment gift,” remain. Such problems may 
properly be left for clarification by the courts. There are, however, two 
problems the satisfactory solution of which requires legislation. 

1. The first of these is the lack of coordination between the estate and 
gift taxes on the one hand and the income tax on the other, as demon- 
strated by the Farid-Es-Sultaneh case. As has frequently been pointed 
out, a general integration and correlation of the income, estate, and gift 
taxes is long overdue.” As part of such integration the term “gift” should 
be defined in the same manner in both the income * and gift *** tax sec- 
tions of the Code. Perhaps the simplest method of accomplishing this 
would be to make the definition now embodied in the gift tax applicable 
also to the income tax.*** 

2. The Harris case raises the second problem. The possibilities of 
estate and gift tax avoidance inherent in that decision are such as to make 
it reasonably certain that the courts will restrict rather than extend its 
applicability. However, the decretal obligation test, which that case adopts, 
is an artificial distinction which should have no place at all in determining 
the incidence of taxation. Congressional action is needed to insure that 
the tax consequences will be the same whether a marital property transfer 
is made pursuant to a court decree or pursuant to an agreement of the 
parties.*** 


190 FEDERAL ESTATE AND Girt TAXES, A PROPOSAL FOR INTEGRATION AND FOR CORRE- 
LATION WITH THE INCOME TAX, United States Government Printing Office, Washington, 
D. C. (1947) ; DeWind, The Approaching Crisis in Federal Estate and Gift Taxation, 
38 Cauir. L. Rev. 79 (1950); Griswold, A Plan for the Coordination of the Income, 
Estate and Gift Tax Provisions with Respect to Trusts and Other Transfers, 56 Harv. 
L. Rev. 337 (1942) ; Griswold, Coordinating Federal Income, Estate and Gift Taxes, 22 
Taxes 6 (1944); Wales, Consistency in Taxes—the Rationale of Integration and Cor- 
relation, 3 Tax L. Rev. 173 (1947). 

191]. R.C. §22(b) (3) (excluding gifts from gross income of the recipient), §24(d) 
(denying deduction for amortization on life or terminable interest acquired by gift), 
§113(a)(2) and (4) (dealing with the basis of gift property in the hands of the donee). 

192 F.g., IL.R.C. §§1000, 1002, 1003. 

193 Cf, ILR.C. §§811(g) (3) and 812(c), which carry the gift tax definition of the term 
“gift” into portions of the estate tax law. See Surrey, An Introduction to Revision of 
the Federal Estate and Gift Taxes, 38 Cauir. L. Rev. 1, 13 (1950). That the problem 
is far from simple is made clear by the following example: F owns stock with a present 
value of $10,000 and a basis of $1,000. He sells the stock to S, his son (not in an arm’s 
length transaction), for $5,000. Even under a properly coordinated tax system, this 
transaction is obviously partly a gift and partly a sale and F should incur both gift and 
income tax liability. 

194 Compare the Congressional intervention in the income tax field regarding alimony. 
L.R.C §§22(k), 23(u), 171. Prior to the adoption of these sections, the taxability to the 
husband of income from an alimony trust depended upon whether or not under state law 
the setting up of such a trust fully discharged him from his duty to support his divorced 
wife. MaGILL, TAXABLE INCOME 271-276 (revised ed. 1945). 











Intra-Family Assignments: Attribution 
And Realization Of Income 


(Second Installment) * 


LLOYD GEORGE SOLL 
V. ATTRIBUTION SUMMARIZED 


I. the first installment of this article the author indicated that gratuitous 
intra-family assignments frequently create problems under our revenue 
laws.**? Such problems revolve about the conflict between the policy of 
the progressive surtax and the intra-family effort to deflect income tax 
incidence to individuals in lower surtax brackets. In many instances the 
attempted tax avoidance in these transactions has been frustrated by the 
courts. Since tax avoidance is regarded as an inadequate ground for a 
judicial determination, the courts have met the problem with a number 
of evolving concepts. These concepts have been categorized by the author 
into four tests: (1) the earner test; (2) the ownership test; (3) the res 
test; and (4) the gift test. 

The earner test ** is embodied in Lucas v. Earl*** and Helvering v. 
Eubank.*** Income from labor, regardless of assignments seeking to de- 
flect it, will be taxed to its earner. 

The ownership tax *** is laid down in Helvering v. Clifford." Under 
that test the courts will search for the real owner of the property and tax 
income from such property to him. When direct control in the form of 
retained rights and powers in the assigned property is coupled with the 
indirect control sometimes implicit in the particular family relationship, 
the judiciary may select the grantor as the real owner. 

The res test *** is utilized in Helvering v. Horst**® to determine the 
nature of the res assigned. This test is ancillary to the ownership test in 


* [The First Installment of this article appeared in our May, 1951 issue at 6 Tax L. 
Rev. 435 (1951)—Ep.] 

152 See the First Installment, 6 Tax L. Rev. 435-437 (1951). 

153 See the First Installment, 6 Tax L. Rev. 435, 437-438 (1951). 

154 281 U.S. 111, 50 Sup. Ct. 241 (1930). 

155 311 U.S. 122, 61 Sup. Ct. 149 (1940). 

156 See the First Installment, 6 Tax L. Rev. 435, 439-444 (1951). 

157 309 U.S. 331, 60 Sup. Ct. 554 (1940). 

158 See the First Installment, 6 Tax L. Rev. 435, 444-446 ne 

159 311 U.S. 112, 61 Sup. Ct. 144 (1940). 
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the sense that it seeks to resolve the difficulties of determining what is the 
income-producing property. Thus, in the Horst case, where the father- 
bondholder assigned a detachable interest coupon to his son, the Court, 
faced with the problem of selecting one of two properties (the bond or the 
coupon) ignored the property status of the coupon, regarding it as the 
juristic embodiment of a pure income right. The Court taxed the interest 
income to the father, the owner of the bond. 

The gift test **° may be employed by the judiciary where a non-recurring 
gain is involved in the sale of the assigned property. This test seeks to 
determine what was the subject-matter of the gift from, let us assume, 
the father to the son. If negotiations for the sale of a property are con- 
ducted by the father, if, just prior to the sale, the father gratuitously 
assigns the property to his son, and if the son formally consummates the 
sale pursuant to his father’s prior negotiations, the courts may hold that 
the sales price, rather than the property itself, was the intended gift. In 
that event, the courts, having applied the gift test, will tax the gain to the 
father as earner of the gain or as substantial owner of the property up to 
the time of its sale. Here again, as in the case of the res test, the gift test 
is ancillary to the basic tests for attributing income from labor (the earner 
test) and income from capital (the ownership test). 

Necessarily there is some uncertainty in the application of these tests. 
Some properties are, in varying degrees, the product of the assignor’s 
labors (e.g., manuscripts and inventions). Where such property is as- 
signed—again let us assume by a father to his son—the earner test which 
might point to taxation of the income therefrom to the father-assignor, 
is opposed by the ownership test which attributes the income to the son- 
assignee. This choice between the two basic tests presents a difficult prob- 
lem to the judiciary and was discussed in the first installment in some 
detail.*™ 

If the choice between the application of the two tests to created property 
has had a hard and rocky road, the judicial approach to the family partner- 
ship has also had its devious turnings.**? At the most recent bend in the 
road the Supreme Court was last seen fusing the basic tests in the search 
for a bona fide intent to form a partnership.*® And the existence of such an 
intent is to be determined from an appraisal of a variety of factors, par- 
ticularly the services to be performed by the son (assignee of the partner- 
ship interest) and his contribution of capital over which he exercises the 
dominion and control of a true owner. If such an intent is found, then the 
family partnership is valid for tax purposes. 

160 See the First Installment, 6 TAx L. Rev. 435, 467-469 (1951). 

161 See the First Installment, 6 Tax L. Rev. 435, 455-464 (1951). 


162 See the First Installment, 6 Tax L. Rev. 435, 465-466 (1951). 
163 See Comm’r v. Culbertson, 337 U.S. 733, 69 Sup. Ct. 1210 (1949). 
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In the first installment the author submitted that some problems involved 
in attributing trust income are, in essence, decided within the framework 
of legislative enactments dealing with the taxation of trusts. It was 
therefore argued that there is no necessary conflict between the Blair 
case,**° taxing assigned trust income to the assignee, and the Horst case,’ 
taxing assigned interest income to the assignor. The author contended that 
judicial conclusions relating to the attribution of assigned trust income 
have no necessary relevance to non-trust problems. 

Having thus charted a path through the labyrinth of cases on the subject 
of attribution, let us pick up the thread and press forward to other areas 
of the problem. This second installment will be concerned with the 
language of the Horst case, which seems to speak of income as a flow of 
satisfaction. The problems invoked by this language are manifold. The 
courts have had nearly a dozen years since the Horst case to contemplate, 
apply, or ignore the language of this opinion. The primary questions are 
(1) whether this “satisfaction” criterion has been used in determining 
whether an item is income; (2) whether the “satisfaction” criterion has 
been employed in the choice of the person to whom the income is taxable 
(attribution) ; and (3) whether the “satisfaction” criterion has been 
utilized to delineate when the item is income (realization). 


VI. ATTRIBUTION CONTINUED: THE FLOW oF SATISFACTION 
A. Tue Horst AnD WELLS ** CasEs 


The Horst case has thus far in this discussion been left to stand for 
one principal proposition—the enunciation of the res test. But the Horst 
case contains another principle which may ultimately overshadow the res 
test in importance. In the words of Justice Stone: ** 


. . . The taxpayer has equally enjoyed the fruits of his labor or investment 
and obtained the satisfaction of his desires whether he collects and uses the 
income to procure those satisfactions, or whether he disposes of his right to 
collect it as a means of procuring them. Cf. Burnet v. Wells, supra. 

Although the donor here, by transfer of the coupons, has precluded any 
possibility of his collecting them himself, he has nevertheless, by his act, 
procured payment of the interest as a valuable gift to a member of his family. 
Such a use of his economic gain, the right to receive income, to procure a 
satisfaction which can be obtained only by the expenditure of money or 
property, would seem to be the enjoyment of the income whether the satis- 
faction is the purchase of goods at the corner grocery, the payment of his 
debt there, or such non-material satisfaction as may result from the payment 


164 See the First Installment, 6 Tax L. Rev. 435, 446-455 (1951). 

165 Blair v. Comm’r, 300 U.S. 5, 57 Sup. Ct. 330 (1937). 

166 Helvering v. Horst, 311 U.S. 112, 61 Sup. Ct. 144 (1940). 

167 Burnet v. Wells, 298 U.S. 670. 53 Sup. Ct. 761 (1933). - 

168 Helvering v. Horst, 311 U.S. 112, 117, 61 Sup. Ct. 144, 147 (1940). 
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of a campaign or community chest contribution, or a gift to his favorite son. 
Even though he never receives the money, he derives money's worth from 
the disposition of the coupons which he has used as money or money’s worth 
in the procuring of a satisfaction which is procurable only by the expenditure 
of money or money’s worth. The enjoyment of the economic benefit accruing 
to him by virtue of his acquisition of the coupons, is realized as completely 
as it would have been if he collected the interest in dollars and expended them 
for any of the purposes named. Burnet v. Wells, supra. (italics supplied) 


The judicial source of this concept of income is, as indicated in the 
quotation, the Wells case. There the Court was asked to pass on the 
constitutionality of the forerunner of section 167(a)(3), taxing the 
grantor of a trust on that portion of the trust income which was or could 
be applied to the payment of premiums on the grantor’s life insurance 
policies. The constitutionality of the provision was upheld in a five-to-four 
decision. Justice Cardozo, delivering the majority opinion, introduced 
the satisfaction concept in this language: *” 


. Liability may rest upon the enjoyment by the taxpayer of privileges 
and benefits so substantial and important as to make it reasonable and just to 
deal with him as if he were owner, and to tax him on that basis. A margin 
must be allowed for the play of legislative judgment. To overcome this 
statute, the taxpayer must show that in attributing to him the ownership of 
the income of the trusts, or something fairly to be dealt with as equivalent 
of ownership, the lawmakers have done a wholly arbitrary thing, have found 
equivalence where there was none nor wale approaching it, and laid a 
burden unrelated to privilege or henent. . The statute, as we view it, is 
not subject to that reproach. 


Then Justice Cardozo found that the grantor did have the “enjoyment” 
of substantial “privileges and benefits” in these words :*° 


. In effect he said to the trustee that for the rest of his life he would 
dedicate a part of his income to the preservation of these contracts, so much 
did they mean for his peace of mind and happiness. Income permanently 
applied by the act of the taxpayer to the maintenance of contracts of insur- 
ance made in his name for the support of dependents is income used for his 
benefit in such a sense and to such a degree that there is nothing arbitrary or 
tyrannical in taxing it as his. Insurance for dependents is today in the thought 
of many a pressing social duty. (italics supplied) 


B. THe SATISFACTION CRITERION AND THE PROBLEM OF TAXABLE IN- 
COME 


Perhaps when judges talk of “peace of mind,” of “happiness,” or of 
“satisfaction of desires,’ we are unfair to the economist when we speak of 


169 Burnet v. Wells, 298 U.S. 670, 678, 53 Sup. Ct. 761, 764 (1933). 
170 Jd, at 680, 53 Sup. Ct. at 765. 
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this flow-of-satisfactions concept of income as originating with him.*” 
The basic fault with the use of this concept is that it starts out at the 
purported periphery of the concept of income,’”* and then states that the 
problematical item falls within, rather than without, that outer limit. The 
judicial headache of defining the word “income” is supplanted by the 
heartache of defining “satisfaction.” The problem is not thereby rendered 
simpler for the courts.*** Nor does the shift in emphasis result in more 
accurate guidance for the taxpayer. At most, the Court—by according a 
panoramic glimpse of the income concept—has given Congress some in- 
timation of the broad scope of its power under the Sixteenth Amendment. 

The argument that a home owner should be required to include the 
rental value of his house in his annual income has some advocates.’ That 
ownership is said to yield a measurable flow of economic satisfactions 
which can be classified as income under the flow-of-satisfactions concept. 
If Congress determines that the alleged discrimination between rent- 
payers and home owners ** should be ended by taxing a portion of rental 
value to the home owner, the Supreme Court can find constitutional justi- 
fication by turning to the satisfaction concept of income.*** Theoretically, 
if Congress exercised its taxing powers to the fullest extent when it 


171 Various writers have found a parallel between the flow-of-satisfactions concept and 
the economist’s definition of income. See, e.g., MAGILL, TAXABLE INCoME 219, 269 (1945) ; 
Surrey, The Supreme Court and the Federal Income Tax: Some Implications of the 
Recent Decisions, 35 Itt. L. Rev. 779, 786 (1941) ; Developments in the Law—Taxation, 
47 Harv. L. Rev. 1209, 1278 (1934). The analogy is not supported by adequate reference 
to economic works. 

172 See MAGILL, op. cit. supra note 171, c. 12. 

178 Compare the language of the Horst opinion, set forth at page 63 supra, to the effect 
that the “non-material satisfaction” of a gift to a son or a charity is taxable to the donor 
with the following phrase from Helvering v. Stuart, 317 U.S. 154, 168, 63 Sup. Ct. 140, 
148 (1942): “The ‘non-material satisfactions’ (gifts—contributions) of a donor are not 
taxable as income. Helvering v. Horst, supra.” 

174 See, e.g., SIMONS, PERSONAL INCOME Taxation 112-118 (1938) ; Vickrey, AGENDA 
FOR PROGRESSIVE TAXATION 18-24 (1947); Marsh, The Taxation of Imputed Income, 
58 Por. Scr. Q. 514 (1943). 

175 The discrimination has been pointed up by Marsh, supra note 174, at 517: “A tax- 
payer who has acquired the sum of $20,000 (after payment of income tax) has the choice 
(among other but similar alternatives) of (1) investing the sum in, say, five per cent 
bonds, collecting $1,000 and spending the interest income left, after payment of income 
tax, on house rent; or (2) investing the $20,000 in a house, in which case he receives 
his rental services directly. If the tax is a flat 20 per cent with no exemptions, the first 
alternative leaves $800 for rent. The second alternative would yield rental services to 
the full value of $1000 yearly, since the house owner pays, under our statute, no tax upon 
his imputed income.” 

176 But compare the dated dictum of Helvering v. Independent Life Insurance Co., 292 
U.S. 371, 379, 54 Sup. Ct. 758, 759 (1934): “The rental value of the building used by 
the owner does not constitute income within the meaning of the Sixteenth Amendment.” 
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enacted section 22(a),’** then such an item could be taxed presently by 
appropriate action of the Commissioner. But the fact remains that the 
judiciary does not appear to apply the satisfaction criterion to the problem 
of what constitutes taxable income. In the Wells and Horst cases, the 
Court was dealing with a choice of taxable persons; the taxability of the 
acknowledged item of income to someone was admitted. Indeed, in the 
determination of what constitutes taxable income, the judiciary has 
snubbed such a broad criterion in those areas where its judgment was the 
only clue as to the result. For instance, if an employee received a flow of 
economic satisfactions in the form of the use of quarters rent free, the 
courts have readily declined to tax such a benefit where it is found that it 
was conferred for the convenience of the employer.*** Furthermore, after 
the Horst opinion, the Supreme Court held that the fruits of an embezzle- 
ment are not taxable income to the embezzler. The Court there stated 
that “not every benefit received by a taxpayer from his labor or investment 
necessarily renders him taxable.” *”° 

At the outset, therefore, it is important to note that the satisfaction 
criterion is broad enough to provide a method by which the Court can 
give constitutional justification for a legislative classification of income. 
It is submitted, however, that it may be too elusive to assist in the practical 
determination of what is income under the broad provisions of sec- 
tion 22(a). 


C. Tue SATISFACTION CRITERION AND THE MIXED PROBLEM OF TAX- 
ABLE PERSON AND TAXABLE EVENT 


A second criticism of the satisfaction criterion is that it is a slippery 
technique for choosing one of two possible taxpayers. In the Wells case 
Justice Cardozo was not required to improvise a choice of taxpayers. Con- 
gress had already done that for him. His was the task of finding con- 
stitutional sanction for an explicit Congressional tax rule. It was not 
surprising, therefore, that he gave intimations of a broad concept of 
income to buttress his conclusion that the grantor, who received the 
beneficial enjoyment of the trust income through the discharge of his 
social obligations, could to that extent be regarded as the owner.*® And 
it was evident that the personal flavor of the satisfaction criterion would 


177 This thought pads many of the Supreme Court tax decisions. See, e.g., Eisner v. 
Macomber, 252 U.S. 189, 203, 40 Sup. Ct. 189, 192 (1920); Irwin v. Gavit, 268 U.S. 
161, 166, 45 Sup. Ct. 475, 476 (1925) ; cf. Helvering v. Clifford, 309 U.S. 311, 334, 60 
Sup. Ct. 554, 556 (1940). 

178 The courts have drawn some strange distinctions in the application of the “con- 
venience-of-the-employer” rule of judicial exclusion. See Hazel W. Carmichael, 7 TCM 
278 (1948). But see Mim. 6472, 1950-1 Cum. Butt. 15. 

179 Comm’r v. Wilcox, 327 U.S. 404, 407, 66 Sup. Ct. 546, 548 (1946). 
180 See the quotation from the Wells case at page 64 supra. 
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place the tax burden on the person of the grantor rather than on the 
impersonal and artificial trust entity.** 

In the Horst case, as in the Wells case, the item involved was clearly 
in the nature of income. But in the Horst case, Congress had offered no 
real guidance as to the choice of taxable person. One of the difficulties 
of the satisfaction criterion is that its rationale in assignment cases seems 
to have no limits. For instance, if the donor had given his son a bond, it 
is clear that income accruing and paid to the son thereafter is taxable to 
such donee.*** On the other hand, if the donor had given his son two ne- 
gotiable coupons (covering two years of interest), it seems clear that such 
income would be taxed to the donor. In what way does the satisfaction 
criterion draw a line between the father’s satisfactions in the two cases? 
The crucial test is not the satisfaction criterion,** but rather the accepted 
concept of taxing interest income to the owner of the bond. 

It is arguable that the flow-of-satisfactions to the father should not be 
regarded as his pleasure on witnessing the receipt of interest payments by 
the son. Rather, the father could be said to obtain his flow of satisfactions 
at the time that he makes the assignment to the sou. Certainly, when the 
Court says that “use of his economic gain . . . to procure a satisfac- 
tion . . . would seem to be the enjoyment of the income,” *** there would 
seem to be some indication that even a cash basis taxpayer may realize 
income at the time of his assignment of his accrued economic gain.** 


181 Who ever heard of a happy trust? 

182]. R.C. §§22(a), 22(b) (3). 

183 See Comm’r v. Bateman, 127 F.2d 266, 273 (1st Cir. 1942): “True, the income 
may in the subsequent years go as the transferor once willed it to go. That would be 
equally true if the former owner had made an outright gift to a favored donee. Whether 
the transferor in the subsequent years experiences any satisfaction from this application 
of the income will depend a good deal on his then state of mind. That the Supreme Court 
meant to lay down no such revolutionary proposition is evident from its reaffirmation in 
the Schaffner case of ... Blair... .” See also Comm’r v. Williston, 315 Mass. 648, 54 
N.E.2d 43, 46 (1944), where the Massachusetts court, dealing with a Horst situation, 
said: “In the present cases the transfers of coupons was a mere gratuity. The taxpayer 
did not thereby obtain any economic benefit. He received nothing for the coupons except 
the personal gratification of being able to assist his married daughter. ... The law 
cannot value such a mental condition. . . .” The Massachusetts court assumed that the 
Horst rationale of attributing income to the assignor was founded on the satisfaction 
criterion and categorically refused to be influenced by it. 

184 Helvering v. Horst, 311 U.S. 112, 117, 61 Sup. Ct. 144, 147 (1940). The complete 
quotation is set forth at page 63 supra. 

185 See Comm’r v. Buck, 120 F.2d 775, 777 (2d Cir. 1941): “Mr. Justice Darling said 
many years ago, in Scintilla Juris, that to make a gift is the essence of selfishness and 
the most effective way of asserting dominion over property. That remark, stripped of 
its cynicism, seems to epitomize the views of the Supreme Court in the Horst case. Taxa- 
ble income, said the Court is to be measured by the satisfactions which are of economic 
worth ... and chief among them, it held, is the power to make gifts.” See Harrow, 
Helvering v. Horst—Some Notes on Recent Application of the’ Doctrine in PRocEEDINGS 
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But whatever may be said for or against such an innovation in the concept 
of realization,**® it still leaves the problem of which person is to be taxed 
on the interest income which has accrued after the assignment of the 
coupon or coupons. Again, attribution of that latter amount finds a more 
convenient rationale in the res test. 

But is it possible that both the res test (taxing the interest accrued after 
the gift to the donor) and the satisfaction criterion (taxing the interest 
accrued prior to the gift to the donor) were used in conjunction? The 
Horst case involved an assignment to the donee and a payment to the 
donee, both occurring during the same taxable year. Under such circum- 
stances, it is impossible to determine from the holding of that case whether 
the Court regarded the two acts as separate taxable events.**’ Taxing the 
entire payment in one year to the donor—as the Court did—left unsettled 
the problem whether the Court would have taxed a portion of interest 
payment to the donor in the year of assignment and the remainder to the 
donor in, let us assume, a later year of payment. The development of this 
problem relating to realization requires separate treatment. But whatever 
may be submitted on that subject, it seems quite clear that the satisfaction 
criterion has been superfluous to the problem of attribution of income. The 
criterion may be important to the problem of when income is taxable, but 
it adds nothing to the previously delineated tests for determining the 
person to whom the income is taxable. 


VII. REaLizATion: THE JUDICIAL PROCLAMATION OF A 
TAXABLE EVENT 


If the satisfaction criterion utilized by Justice Stone in the Horst case 
seems superfluous to the problem of income attribution, it may yet be the 
omen of a judicial innovation to the realization concept. And, at the least, 
it may clear a constitutional path for legislative alteration of the present 
concept of realization, so that if Congress deems it expedient earned eco- 
nomic gain may be taxed to a donor at the time of the gift.‘®® 


oF New York UNIversity SIxtH ANNUAL INSTITUTE ON FEDERAL TAXATION 1127, 
1128 (1948): “The Horst decision practically puts the taxpayer on an accrual basis 
regardless of the basis upon which he is otherwise reporting.” The author disagrees; see 
pages 71-80 infra. 

186 Realization problems are discussed at page 76 infra. See Note, 30 Ky. L. J. 120 
(1941) for suggestion that income is “derived” at the time of the gift, but “realized” at the 
time of payment. The suggestion is novel but somewhat impractical since the words “de- 
rived” and “realized ’are synonymous in the tax law. See Eisner v. Macomber, 252 U.S. 
189, 40 Sup. Ct. 189 (1920). 

187 Contra: Miller, Gifts of Income and of Property: What the Horst Case Decides, 
5 Tax L. Rev. 1 (1949). Miller contends that the Horst case necessarily decided that 
payment was the only taxable event. 

188 There are special situations covered in the Code which require inclusion of income 
by the donor at the time of the gift. These sections are discussed infra. 
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There is language in the Horst opinion which supports the position that 
Justice Stone meant to apply the flow-of-satisfactions criterion at only 
one point of time, i.e., the date of payment of the interest to the donee. 
The inconclusive language is as follows : ** 


. . . When, by the gift of coupons, he has separated his right to interest 
payments from his investment and procured the payment of the interest to 
his donee, he has enjoyed the economic benefits of the income. . . . (italics 
supplied ) 

The position that the donor achieves a flow-of-satisfactions at the time 
of payment to his donee is congenial to the accepted notion that income is 
realized upon its actual or constructive receipt by a cash basis taxpayer. 
But since this satisfaction criterion was unnecessary in that case to supple- 
ment accepted realization concepts and superfluous to the determination 
of the taxable person, one is impelled to speculate as to other language 
of the Horst opinion, previously quoted herein.**? Did the satisfaction 
criterion give rise to the possibility that a disposition by gift creates a 
taxable event for income tax purposes? Language in the Horst case which 
would negative the question (1.e., satisfaction by procuring payment to 
the donee) can be offset by language which would give an affirmative 
answer (1.¢., satisfaction by use of economic gain). In view of this conflict, 
it seems surprising that some writers have assumed the negative answer 
even to the extent of refusing to the administration the right to investigate 
the possibilities of such a new realization concept.*** Such an attitude 
seems unwarranted in view of the opinion of the Court, is in no way 
supported by the actual holding of the case, and appears to be unduly 
restrictive of both the administrative and the judicial functions, regardless 
of one’s views as to the proper line of demarcation between these two.?”” 
An inquiry is appropriate to determine whether the accepted notions of 
realization of income have changed since the Horst opinion. 


A. THE SUPREME CourT 


The Eubank decision,’ handed down by the Supreme Court on the 
same day as the Horst case, taxed renewal commissions to the husband- 
assignor rather than the assignee, his wife. The taxable event was con- 
sidered to have taken place in the year of payment to the wife. There was 
no intimation that the earlier year of assignment was an occasion for tax. 


189 Helvering v. Horst, 311 U.S. 112, 120, 61 Sup. Ct. 144, 148 (1940). 

190 See page 65 supra. 

191 See, e.g., Miller, supra note 187. 

192 See the epic struggle between Pavenstedt and Eisenstein whose opera are cited at 
note 84 of the First Installment, 6 Tax L. Rev. 435, 450 (1951). 

193 Helvering v. Eubank, 311 U.S. 122, 61 Sup. Ct. 149 (1940). 
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If the assignment had itself been considered a taxable satisfaction to the 
husband, the tax in the later year should have been imposed on the total 
receipts reduced by the discounted value of the commissions when assigned. 
But this was not done. The entire amount received by the wife was taxed 
to the husband in the year of receipt. 

The result of the Eubank decision would seem to imply that no innova- 
tions in the realization concept were intended by the Court. This implica- 
tion, however, may be weakened by three factors: (1) the majority 
opinion contents itself with the statement that the result was achieved 
under the rationale of the Horst opinion; (2) the case may be distinguish- 
able for the reason that it is not concerned with the problem of the assign- 
ment of income from property, but rather with the assignment of com- 
pensation income; and (3) the value of the assignment contract may have 
been negligible, so that from the practical point of view the Court upheld 
the Commissioner’s determination to tax the total receipts to the wife. The 
Eubank case, therefore, does not necessarily negative the implication that 
the Supreme Court might be amenable to imposing income tax on the 
use of economic gain derived from ownership in the year of its assignment. 

The subsequent decisions of the Supreme Court have not been par- 
ticularly helpful. They neither confirm nor refute the possibility created 
by the Horst language that the assignment itself may be a taxable event. 
Nor is the language of the Court in these subsequent opinions conclusive 
on that subject. 

Thus, in Harrison v. Schaffner *** the Court stated that decision in the 
Horst and Eubank cases “was rested on the principle that the power to 
dispose of income is the equivalent of ownership of it and that the exercise 
of the power to procure its payment to another, whether to pay a debt 
or to make a gift is within the reach of the statute taxing income ‘derived 
from whatever source’. . . . In each of these cases, it was held that the 
one vested with the right to receive income did not escape the tax by any 
kind of anticipatory arrangement, however skillfully devised, by which he 
procures payment of it to another since, by the exercise of his power to 
command the income, he enjoys the benefit of the income on which the 
tax is laid.” (italics supplied) This equivocal statement was buttressed 
by a statement that income is realized “when the gift is effectuated by 
payment.” 7° 

In Helvering v. Stuart *** the Court said: 

. . » Economic gain realized or realizable by the taxpayer is necessary to 


produce a taxable income under our statutory scheme. The gain need not be 
collected by the taxpayer. He may give away the right to receive it. . . . But 


194 312 U.S. 579, 580, 61 Sup. Ct. 759, 760 (1941). 
195 Jd. at 582, 61 Sup. Ct. at 761. 
196 317 U.S. 154, 168, 63 Sup. Ct. 140, 148 (1942). 
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the donor nevertheless had the ‘use (realization) of his economic gain.’ (italics 
supplied ) 

But if the foregoing would seem to run in the direction of taxing the 
use—the assignment—in the year of gift, the Court reversed its field and 
two sentences later stated: 


. . . The ‘non-material satisfactions’ (gifts-contributions) of a donor are 
not taxable as income. Helvering v. Horst, supra. (italics supplied) 


Another possible signpost may be the following language of the Sunnen 
case : 7% 


. . . Moreover, the Horst case recognizes that the assignor may realize 
income if he controls the disposition of that which he could have received 
himself and diverts payment from himself to the assignee as a means of 
procuring the satisfaction of his wants, the receipt of income by the assignee 
merely being the fruition of the assignor’s economic gain. (italics supplied) 


The foregoing quotations do not close the door on the problem posed 
by the language of the Horst case. But they do seem to stress payment or 
receipt as the taxable event. Thus, the probability would seem to be that 
the assignment itself will not give rise to income tax incidence. This atti- 
tude, as we shall see, is reflected in the lower judicial echelons. 


B. Tue Not-So-SuPrEME Courts? 


In general, the attitude of the lower courts is averse to the notion that 
income is realized in the year of assignment. The Board of Tax Appeals 
was the first to take a position that the language of the Horst opinion 
created no new doctrine of realization. In Annie A. Colby*® the Board 
dealt with the problem of accrued but unpaid interest assigned to a trust 
for the benefit of the assignor’s children. The facts differed from the 
Horst case in that the debt itself was assigned at the same time as the 
unpaid interest. But that factor could only bear upon the question of the 
attribution of interest accruing after the assignment.*°° On the question 
of realization, the issue was whether the interest accruing prior to the 


197 Comm’r v. Sunnen, 333 U.S. 591, 605, 68 Sup. Ct. 715, 723 (1948). 

198 See Comm’r v. McLean, 127 F.2d 942, 944 (5th Cir. 1942) involving a tax issue un- 
related to the subject matter of this article. However, the judge’s plaint, which follows, 
may well be apropos: “. .. circuit judges are merely voices crying in the wilderness, 
and perhaps until the Supreme Court has spoken authoritatively on the question they 
would do best to decide the questions posed with as little bewordling and as few reasons 
as possible.” 

199 45 B.T.A. 536 (1941), followed in Estate of H. H. Timken, 47 B.T.A. 494 (1942), 
aff'd, 141 F.2d 625 (6th Cir. 1944). 

200 See Estate of Bertha May Holmes, 1 T.C. 508 (1943), appeal dismissed, 1945 P-H 
971,033 (2d Cir. Jan. 25, 1945). The green thumb of Justice-Holmes fruit-tree analogy 
is indelibly imprinted on this opinion. 
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assignment should be taxed to the assignor in the year of the gift or in 
the subsequent year of payment. The Board stressed the language of the 
Horst opinion which coupled “payment” with the assignor’s “enjoyment.” 
And the Schaffner language, stating that income is realized “when the 
gift is effectuated by payment,” was also used to support the Board’s 
conclusion that realization did not take place in the year of gift. This 
result was reviewed by the Board with only one dissent. 

In Anthony's Estate v. Commissioner ** the issue was whether a tax- 
payer who made a gift in 1937 of an interest in an oil and gas lease, 
together with income derived therefrom which had been impounded during 
litigation between the taxpayer and his creditor, was taxable upon the 
actual receipt of the income by his donee in 1940. The Tenth Circuit 
taxed the income to the assignor in 1940. Relying on a sentence in the 
Horst opinion,”” the Court said: 


. . . But the last step in which he obtained the fruition of the economic 
gain which had already accrued to him occurred in 1940 when it was actually 
paid to his donee. . . . Actual payment to the assignees constituted construc- 
tive payment to him. 


In Austin v. Commissioner ** the Sixth Circuit’ was faced with the 
question whether the assignment was the taxable event. There, as in the 
Colby case,’ the taxpayer assigned both the principal (a promissory note) 
and the accrued but unpaid interest thereon. The assignment took place 
in 1940. In 1940 a portion of that interest was paid to the assignees, the 
taxpayer’s children, and the balance was paid in 1941. The Commissioner 
sought to tax the entire amount of the accumulated interest in 1940, but 
the Court held that only such portion as was paid to the assignees in 1940 
could be taxable to the assignor that year.”° 

Thus far this much seems evident: (1) in those cases most closely 
related to the Horst situation—in that they involve accrued but unpaid 
interest—the courts have shown no inclination to apply the satisfaction 


201155 F.2d 980 (10th Cir. 1946); cf. P. M. Krall, P-H T.C. Mem. Dec. {143,148 
(H’s assignment of a “Working Interest” in an oil lease to W shifted income tax inci- 
dence to W); G.C.M. 24849, 1946-1 Cum. BuLL. 66 (assignment for a consideration of 
“short-lived, in-oil payment rights” merely accelerates the realization of ordinary income). 

202 Helvering v. Horst, 311 U.S. 112, 114, 61 Sup. Ct. 144, 146 (1940). “... realiza- 
tion may occur when the last step is taken by which he obtains the fruition of the 
economic gain which has already accrued to him.” 

203 161 F.2d 666 (6th Cir. 1947), cert. denied, 332 U.S. 767. 

204 Annie A. Colby, 45 B.T.A. 536 (1941). 

205 Cf. Comm’r v. Timken’s Estate, 141 F.2d 625 (6th Cir. 1944). Oddly, the Sixth 
Circuit determined in this case that accrued but unpaid interest would not be taxable to 
the assignor in the year of assignment for the reason—seemingly irrelevant in view of 
the later Austin case (note 203 supra)—that the debtor was insolvent in the year of 
assignment. In the years immediately following, the purportedly insolvent debtor did 
pay such interest to the assignee, a charity. 
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criterion in order to proclaim a taxable event at the time of the gift; 
(2) it would seem that these situations would be most ideal for such 
innovation and that judicial reluctance to tax the assignor’s satisfaction 
upon the use of his economic gain will probably extend to the other 
situations; (3) it is probable that the issue will not be conclusively de- 
termined until the Supreme Court either affirms or disaffirms the conceptual 
notions intimated by the Horst opinion and their effect on the presently 
understood doctrine of realization; and (4) regardless of the confusion 
created by the Horst opinion, it seems clear that the Court has cleared a 
constitutional path for legislative action in this field if Congress should 
feel moved to tax donors or decedents on the appreciation of transmitted 
property at the time of the transfer. 


VIII. REALIZATION CONTINUED AND ATTRIBUTION REVISITED: ASSIGN- 
MENT FOLLOWED BY SALE OF THE ASSIGNED RES 


A. THE SALE OF THE ASSIGNED RES WHERE IT Is A MERE INCOME 
RIGHT 


1. Attribution Problem. 

What if Horst Junior had sold the assigned coupon prior to any interest 
payment? The problem posed by this question has not as yet been 
answered by the courts. No great importance should be attached to Horst 
Junior’s labor in procuring a purchaser of a pure income right. If a 
choice must be made between the income-producing aspect of the father’s 
investment and the income-producing activity of the son in procuring a 
purchaser, the former would appear to outweigh the latter. The son’s 
activity has merely accelerated the collection of income produced by the 
father’s continuing investment. 

This position may seem open to the criticism that it appears inconsistent 
with the emphasis laid on the income-producing activity of the assignee of 
a manuscript.°°° The distinctions between the two situations, however, 
seem clear. In the case of the sale of the donated bond coupon, the earner 
test is subordinate to the ownership test in that, as already indicated, the 
son’s marketing activity in selling a clear income right is secondary to the 
father’s capital investment. In the case of the licensing of a manuscript 
by the donee-son, his marketing activity (potentially or actually quite 
substantial) permits of the application of the earner test, just as the 
creating activity of the father-donor similarly involves the earner test. 
Since, in the case of the manuscript, there may be said to be two earners, 
the difficulty is resolved by application of the ownership test, that is to 
say, the donee-owner of the manuscript is the taxable person. Realistically, 


206 See discussion in the First Installment, 6 Tax L. Rev. 435, 459 (1951). 
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the donor of the manuscript may be said to have paid a steeper price for 
income-shifting—he has parted with more than a mere income right; the 
donor of a bond coupon clearly has not. 

2. Realization Problem. 

Finally, it may be observed that the judicial disinclination to create two 
taxable events—one at the date of gift and one at the date of sale—seems 
to preclude, for the present, a possible compromise which would tax pre- 
assignment interest to the cash basis donor at the time of gift and tax 
post-assignment interest to the donee-vendor of the coupon at the time 
of its sale. This conclusion is drawn from the line of cases, heretofore 
discussed,’ which apparently reject the notion that income is realized 
at the time of gift. 

How is our problem affected by the provisions of section 113(a) (2)? 
That section, in effect, requires a donee selling donated “property” at a 
gain, to be taxed on the appreciation of the “property” while it was in 
the hands of the donor. Since the Horst case ignored the property caste 
of the coupon, it would seem that the coupon, a mere income right, is 
not “property” for the purposes of section 113(a)(2).°°° A refusal to 
tax the donor at the time of the gift of the coupon would, therefore, 
appear to be exclusively the result of judge-made law. Although the legis- 
lative method prescribed in section 113(a)(2) for taxing pre-gift ap- 
preciation to the donee may be irrelevant where the res is not “property,” 
it is obviously important where the property rights in the res are sub- 
stantial. This problem is discussed under the next heading. 


208 


B. SALE oF DoNATED NoN-CAPITAL ASSETS 


1. The Problem. 

Whatever the word “property” may mean for the purposes of the Code 
(and its meaning may differ from section to section), it is abundantly 
clear that the legislature has created an important categorization of prop- 
erty into capital assets and non-capital assets.”° Arbitrarily setting to one 
side the implications of section 117(j)*" and assuming that the capital 


207 See discussion at pages 71-3 supra. 

208 Miller, supra note 187, takes that position. 

209 T.R.C. §113(a) (2) is similarly inapplicable to arrive at a basis for the assigned 
res where, because of the prior negotiations of the assignor, the court finds that the sales 
proceeds, rather than the res, were the subject-matter of the gift. See discussion in the 
First Installment, 6 Tax L. Rev. 435, 467-469 (1951). 

210 .R.C. §117(a) defines “capital asset.” The expression “non-capital asset” does 
not appear in the statute. Wherever the expression is used herein, it is intended to mean 
property the sale of which gives rise to ordinary income. See note 211 infra. 

211 T.R.C. §117(j) provides, inter alia, that certain kinds of property—treated as exclu- 
sions from the definition of capital asset in I.R.C. §117(a)—may, under certain circum- 
stances, receive capital gains treatment. Losses on the sale of such property may, under 
certain circumstances, be treated as ordinary losses. 
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asset has been held for the requisite period,”* a sale or exchange of a 
capital asset will result in taxing the gain at so-called preferential capital 
gains rates,”* whereas a sale or exchange of a non-capital asset will result 
in taxing the gain at ordinary rates. One important category of non- 
capital assets is “stock in trade.” *** If a father assigns such non-capital 
assets (stock in trade) to a son, he may accomplish not only a deflection 
of ordinary income but it may be possible that the property in the hands 
of a son (who is not in such trade or business) may thereafter be con- 
sidered a capital asset.*** What would have been ordinary income to the 
high-bracket father may possibly become capital gain to the low-bracket 
son. The question here is whether the judiciary has been inclined to 
prevent such tax minimization under the existing statutes and under the 
judicial concepts delineated thus far. 

2. An Answer: Judicial Doctrine and Attribution. 

It was earlier contended that the sale of an assigned negotiable coupon 
should result in taxing the proceeds to the assignor at the time of the sale. 
It was argued that the earner activity of the assignee in marketing a mere 
income right should generally be disregarded. But the fact that the sale 
of a non-capital asset results in ordinary income does not transmute that 
property res into a mere income right. Furthermore, as to assets of this 
nature the marketing activity of the assignee may be substantial. This 
factor not only detracts from an analogy to the sale of a pure income right, 
but also, as in the case of the assignment of created property, it seems to 
insulate the assignor from application of the earner test.”* Thus, the 
answer would seem to be that there is no basis for attributing the gain on 
the sale of the non-capital asset to the assignor at the time of the sale. 
Of course, in those instances where the father assigns such non-capital asset 
as his stock in trade and then sells same, accounting to the son for the 
profits, we may have a situation in which the earner test should be used 
to tax the father on the gain.**” But fact patterns will vary. A sale by 
the son of such non-capital assets to a regular customer of the father 


212 T.R.C. §117(b) and (h). 

213 T.R.C. §117(b) and (c). 

2147. R.C. §117(a)(1)(A). The exclusion from the definition of a capital asset is 
stated as follows: “(A) stock in trade of the taxpayer or other property of a kind which 
would properly be included in the inventory of the taxpayer if on hand at the close of the 
taxable year, or property held by the taxpayer primarily for sale to customers in the 
ordinary course of his trade or business.” This exclusion is unaffected by the provisions 
of I.R.C. §117(j). 

215 Only I.R.C. §117(a) (1) (C) (ii) makes specific provision for treating a non-capital 
asset as such to both donor and donee. That sub-paragraph relates to copyrights, etc. 

216 Compare the discussion relative to the potential marketing activity of the assignee 
of a manuscript in the First Installment, 6 Tax L. Rev. 435, 457-461 (1951). 

217 See cases cited at note 149 in the First Installment, 6 Tax L. Rev. 435, 468 (1951). 
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may present a situation akin to those which attributed the gain to the 
father where his prior negotiations effectuated the sale.*** 

It seems unsatisfactory to attempt to control this type of tax avoidance 
through such emphasis on the facts involved. Certainly, the excessive 
burden imposed on the field officers of the Bureau would be substantially 
lightened if we conceived of the transaction as involving two gains (one 
at the time of the assignment by the father; the other at the time of the 
sale by the son) taxable to two earners (the father’s purchasing activity 
and the son’s marketing activity). The remaining question is whether 
such a compromise is possible through judicial interpretation of existing 
law. 

3. Judicial Doctrine and Realization. 

Thus far we have observed that the lower courts, basing their action on 
the implication of some of the Supreme Court’s language, have refused to 
regard a gift of accrued interest by a cash basis taxpayer as a taxable event. 
And we have indicated that the Supreme Court itself probably takes the 
same position. If we are at all concerned with conceptual consistency, it 
would seem that the refusal in these cases to tax accrued interest to the cash 
basis assignor at the time of the gift should result in a similar refusal to tax 
accrued ordinary gain (on appreciation of a non-capital asset) to a cash 
basis donor at that time. But such consistency leads us to a new dilemma. 
If a cash basis donor of a non-capital asset is not to be taxed at the time 
of the gift and should not be taxed at the time of his donee’s sale, should 
a different result be reached where the donor of a non-capital asset is on 
an accrual basis? *° Can we treat the gift as a realization of income by 
such an accrual basis donor? The answer should be negative. Bearing in 
mind that tax avoidance is clearly permissible through gifts of capital 
assets, a partial closing of the loophole by taxing (for income tax pur- 
poses) the gift of a non-capital asset by an accrual basis donor is highly 
inadequate. The inadequacy is highlighted by the fact that such a position 
would create an arbitrary distinction in treatment between cash basis and 
accrual basis taxpayers. The former could completely deflect certain types 
of ordinary income, the latter could not. The taxpayers’ differing method 
of accounting hardly affords a sound basis for the distinction in treatment. 
We can, therefore, tentatively conclude: (a) the courts will not tax the 
gain inhering in a non-capital asset at the time of its gratuitous transfer 
by a cash basis donor on analogy to the cases dealing with interest, and 


218 See discussion in the First Installment, 6 Tax L. Rev. 435, 467-469 (1951). 

219 Property held “primarily for sale to customers in the ordinary course of his trade 
or business” need not necessarily be inventoried by the taxpayer. “Stock in trade” must 
be inventoried. See I.R.C. §§22(c) and 117(a)(1)(A). Taxpayers dealing in the latter 
must use the accrual method of accounting; taxpayers dealing in the former may use 
the cash method. See Reg. 111, Sec. 29.41-2. 
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(b) a similar result should be reached in the case of an accrual basis donor. 
Our views would preclude the proposed compromise of segregating the 
transactions into two taxable events. 

4. Legislative Policy and Realization. 

Our next question is whether the foregoing opinion is bolstered by any 
of the provisions of the Internal Revenue Code. 

Section 111(b) does not declare specifically when income is realized. 
It does define what is “the amount realized from the sale or other disposi- 
tion of property.” Isa gratuitous transfer a “disposition” for the purposes 
of this statute? Other provisions of the Code permitting postponement of 
tax on income already realized (e¢.g., gains on installment sales and income 
in respect of a decedent) ,**° provide for withdrawal of the postponement 
privilege upon a “disposition” of the income claim. And the regulations 
have stated that a gift is such a “disposition.” *** A recent section of the 
Code, section 130A, provides that ordinary income may be realized by a 
“disposition” of shares acquired under an employee stock option under 
certain circumstances. And here the Code itself provides that a “disposi- 
tion” includes a “gift.” °°? But all of this adds up to very little.*** It 
merely indicates that the notion that income may be realized at the time 
of gift is not new to the Congress. Little more can be said in view of the 
purport of section 113(a) (2), which provides: 


(a) Basis (unadjusted) of Property—tThe basis of property shall be the 
cost of such property ; except that— . 
(2) If the property was acquired by gift after December 31, 1920, the 
basis shall be the same as it would be in the hands of the donor. . . .?% 


Since it is not merely a pure income right (such as the negotiable bond 
coupon discussed heretofore), there is little basis for ignoring the property 
caste of a non-capital asset. Section 117 itself makes it quite clear that a 
non-capital asset is “property” for the purposes of the Code. The pro- 
visions of section 113(a)(2) are, therefore, highly relevant and should 
be examined. 

There is nothing in the language of this section which conclusively 
negates the possibility that income may be realized at the time of the gift.?* 





220 T.R.C. §§44(d) and 126(a) (2). 

221 Reg. 111, Sec. 29.126-1. In People ex rel. Brewster v. Wendell, 196 App. Div. 613, 
188 N.Y. Supp. 510 (1921), the New York Court held that a gift was not a “disposition” 
for the purposes of a statute similar to I.R.C. §111. 

222T.R.C. §130 A (d) (4). 

228 See Note, Gratuitous Disposition of Property as Realization of Income, 62 Harv. 
L. Rev. 1181 (1949). 

224 The statute continues as follows: . except that if such basis... is greater 
than the fair market value of the property at the time of the gift, then for the purpose 
of determining loss the basis shall be such fair market value. . . .” 

225 See Surrey, supra note 171, at 791. : 
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When property is received as compensation, the “cost” of such prop- 
erty is the amount (fair market value) which the employee included in 
his income.”** It is as if the employee had received the cash and purchased 
the property. By the same token, where a non-capital asset is donated, it is 
not impossible to adopt a similar ratiocination to arrive at a logical result. 
If the original cost to the donor was zero and if the gain were taxable to 
him at the time of the gift, it is not an undue strain on the language of 
section 113(a) (2) to argue that the donor’s “basis” is the amount (fair 
market value) which he takes into his income. And this “basis” (fair 
market value) is what the donee uses as the substituted basis in the event 
of subsequent sale at a gain. 

The Commissioner’s efforts to interpret the language of section 113(a) 
(2) in this manner are discussed under the next heading. The obstacle 
to his interpretation of section 113(a)(2) is not its language but rather 
its purpose. All commentators *” on this subject agree that if Congress 
had intended to tax gain upon the act of giving, “it would not have felt 
obliged to tax to the donee the value of the increment occuring between 
the time of acquisition by the giver and the time when he gave it away.” ?*° 
In short, the purpose of section 113(a) (2), as evidenced by the reports 
of Congressional committees,” was to provide a method of taxing both 
the pre-gift and the post-gift appreciation to the donee (the only taxable 
person) by requiring him to take his donor’s original basis. We may 
conclude, therefore, that the indications of judicial doctrine and the purport 
of existing legislation preclude income taxation of the donor of a non- 
capital asset at the time of its gratuitous transfer. 

5. The Administrative Attack and the Judicial Answer. 

It has been noted that the realization implications of the Horst case 
have not been conclusively rejected by the Supreme Court,?*° and it is 
arguable that the language of section 113(a) (2) does not necessarily bar 
the construction that income is realized at the time of the gift. The Com- 
missioner, therefore, has felt that the compromise of two taxable events 
is not absolutely foreclosed. His chances of success may be extremely 
meager. But he is not required to evaluate the odds of his success where 
the theory for which he contends would prevent a species of tax avoidance 
and where the Supreme Court may have provided him with an argument.*** 


226 See Reg. 111, Sec. 29.22(a)-1. See generally, Greenbaum, The Basis of Property 
Shall be the Cost of Such Property: How is Cost Defined? 3 Tax L. Rev. 351, 359 
(1948). 

227 See generally, Miller, supra note 187. See also, Surrey, supra note 171, at 791; 
Note, supra note 223. 

228 Miller, supra note 187, at 4. 

229 See Sen. Rep. No. 275, 67th Cong., Ist Sess. 11 (1921). 

230 See discussion at page 70 supra. 

231 But cf. Miller, supra note 187. 
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It is not surprising, therefore, that the Commissioner has attempted to 
use the satisfaction criterion of the Horst case by requiring certain tax- 
payers to treat a gift of a res as a disposition upon which the donor 
realizes income. His attack has not been directed at the broad problem of 
the gift of a non-capital asset. His initial position has been limited to 
farmer’s produce *** and cattle—both zero basis properties. Any success 
which he might achieve in this area could probably be extended to intra- 
family assignments of non-capital assets in general. 

In 1948 the Commissioner issued I.T. 3932.*** In that ruling the father, 
who was in the business of raising cattle and holding them primarily for 
sale, made a bona fide gift of some cattle to his son, who sold them eight 
months thereafter. The Bureau ruled that the father realized ordinary 
income at the time of the gift (measured by the difference between the 
fair market value at that time and his zero basis) and that the son realized 
ordinary gain at the time of the sale (measured by the difference between 
the selling price and the fair market value at the time of the gift).?** 

The recent Tax Court case of Mamie F. Farrier,”*° reviewed by the 
Court, has purported to distinguish this ruling. The facts were sub- 
stantially the same, except that the assignee had not as yet sold the cattle. 
The Court said: 


. . » No income is involved. There has been no sale of the cattle and no 
income realized either by the donor or anyone else. The donor simply made 
a gift of the property itself before realization of any income thereon. The 
income, if there was ever to be any, had to await the sale of the cattle. In 


232 T.T. 3910, 1948-1 Cum. Butt. 15. (A farmer gave his wheat to a charity. The Com- 
missioner took the position that he was taxable for income tax purposes on the fair 
market value of the donated wheat at the time of the gift.) H. R. 3905, 81st Cong., 1st 
Sess. (1949), was amended by the Senate Finance Committee. That Committee proposed 
to amend I.R.C. §22(b) to exclude from income “the value of any satisfaction derived 
by a manufacturer or producer from the making of gifts on contributions of articles of 
his manufacture or produce to or for the use of donees described in §23(0) or (q) for 
the purposes therein specified.” H. R. 3905 was never enacted, but it does indicate some 
Congressional opposition to the Treasury’s position. Compare Reg. 111, Sec. 29.22(a)-2 
(where the Commissioner will not impute income to a taxpayer gratuitously rendering 
services directly to a charity and, of course, will not permit a deduction for the value of 
such services) ; I.T. 3918, 1948-2 Cum. Butt. 33 (no charitable deduction for the value 
of quarters furnished rent-free to a charity and presumably, no imputation of income). 
Perhaps if I.T. 3910 is not upheld the Commissioner, properly anxious to prevent double 
deduction, will take the position that earlier deductions relative to growing the donated 
wheat are not allowable. If the wheat was grown for the purpose of giving it to a charity, 
it was not, he might contend, an activity which constituted “trade or business” so as to 
permit deduction under I.R.C. §23(a) (1). For an interesting justification of I.T. 3910, 
see GRISWOLD, CASES AND MATERIALS ON FEDERAL TAXATION 209 (1950). 

238 1948-2 Cum. BuL-. 7. 

234Tn other words, the son’s basis was derived by the technique outlined at page 78 
supra. But cf. Catherine G. Shatzer, 3 T.C. 914 (1944). 

28515 T.C. 277 (1950). 
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this respect the facts here differ from those dealt with in I.T. 3932, supra, 
where the cattle had been sold by the donee and the question posed was 
whether the profit realized on the sale was to be taxed to the donor or the 
‘donee. Whatever may be said of this factual difference, we think that an 
erroneous result is reached by applying the ruling to the facts in this case. 
For all the evidence shows, or the respondent claims, there was no contract 
for the sale of the cattle or thought of their sale at the time the gift was made. 
There was in the gift, no element of an assignment of earned income. . . 


The foregoing statement would seem to indicate that the Tax Court has, 
as a practical matter, rejected the notion of a “realization by gift” in this 
pattern. It will apparently determine attribution of the gain on the sale, 
measured by the donor’s original basis, to either the donor or the donee.*** 

6. The Prospects for the Future. 

In the case of the assignment and sale of a non-capital asset, it is sub- 
mitted that the issue will continue to turn unsatisfactorily on the facts 
involved. The problem will remain one of attributing a single gain to 
either the father-assignor or the son-assignee. And the major issue will 
probably be whether the subject-matter of the gift was the res itself or 
the proceeds of its sale. Here, the prior negotiations of the father will 
have an important, if not conclusive, bearing on the problem of attribu- 
tion.*** If the muddle becomes too confused,*** it is possible that Congress 
will be asked to effectuate the compromise of two taxable events; and a 
Congressional determination that income is realized at the time of the gift 
would find constitutional sanction. in the language of the Horst case. 


236 The Farrier opinion is weak. The Court seems to have misconstrued the question 
posed by I.T. 3932. That ruling did not present the problem of whether the profit “on 
the sale was to be taxed to the donor or the donee.” The real issue in the ruling was 
what was the profit. Was it the difference between the sales proceeds and the fair market 
value at the time of the gift? If it was, then the fair market value at the time of the 
gift ought to be taxed to the donor in such a gain transaction. Having misconstrued (or 
snubbed) the real issue in the ruling, one may assume that income attribution in the Tax 
Court will proceed along the familiar lines delineated in this article. It is doubtful 
whether I.T. 3932 is distinguishable from the Farrier case on the ground that in the 
former situation both the gift and the sale may have been effected during the same tax- 
able year (the ruling merely states that an eight-month period separated the two trans- 
actions). But see RABKIN AND JOHNSON, FEDERAL INCOME, Girt AND EstaTE TAXATION 
903(b) (1950), where the authors contend that to be taxable to the cash basis donor 
accrued interest income must be realized by his donee “within the same taxable year that 
the gift was made.” 

287 See the last paragraph of that portion of the Farrier opinion quoted supra. 

288 The difficulties engendered by the Court Holding doctrine may similarly plague a 
test which revolves around the donor’s prior negotiations. See discussion and articles 
cited in the First Installment, 6 Tax L. Rev. 435, 467-469 (1951). However, the courts 
may feel more inclined to cope with these difficulties in the intra-family picture. The 
latter involves the preservation of the equalitarian principle of the individual surtax, 
whereas the Court Holding problem is concerned with avoidance of the corporate tax. 
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XI. REALIZATION SUMMARIZED 


It was observed that the Horst language, speaking of satisfaction de- 
rived by an assignor through the “use of economic gain,” may or may not 
indicate that the Court is ready to treat the gratuitous transfer itself as a 
taxable event. The subsequent language of the Supreme Court inclines 
to the position tha. assigned income is realized, by a cash basis assignor, 
not at the time of gitt but rather at the time of payment to the assignee. 
The lower courts have clearly taken that position in cases squarely present- 
ing the issue. Furthermore, it has been argued that the purpose of section 
113(a) (2) is an additional obstacle to judicial innovation of the realiza- 
tion concept. Where the res assigned is “property,” it seems clear that 
the legislative intention to tax pre-gift appreciation to the donee bars the 
taxation of that amount to the donor at the time of the gift. The Bureau’s 
technique of creating two taxable events should now receive the attention 
of Congress. 
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Dissents And Concurrences 


Outright Gifts to Minors and the Gift Tax Exclusion. Is an out- 
right gift to a young infant always a future interest, except to the extent it 
is to be promptly consumed for his maintenance, comfort, support, or edu- 
cation? * Two writers have recently suggested that certain remarks of Justice 
Rutledge in Fondren? and Disston* may require that result.* It is argued 
that “Where gifts are made to a legal guardian, to a trustee or to parents and 
the minor’s needs are already being fully taken care of by his parents or other 
sources, immediate use of the gifts on the minor’s behalf is inevitably de- 
ferred. The duty of the legal guardian, trustee or parent to conserve and 
hold the property for the minor is ordinarily the same, whatever may be the 
differences in their legal status. Consequently, adherence to the Fondren test 
may in the future require disallowance of an annual exclusion for a gift to 
a minor even through his legal guardian.” ® Three years ago another writer 
feared the Commissioner might adopt that position.® 

This argument seems based on one or more of four possible supports : 

(1) The extension to outright gifts of the language which the courts have 
used in analyzing and construing trust agreements. (This seems unsound.) 

(2) The discovery of a subjective test to determine whether there exists 


11f a future interest, every such gift would fall outside the $3,000 annual exclusion in 
computing the donor’s net gifts for the year. I.R.C. §1003(b) (3). Anderson, Gifts to 
Children and Incompetents. The Precise Question Is: Are All Gifts to Children and 
Incompetents Gifts of Future Interests in Property? 26 Taxes 911 (1948), poses approxi- 
mately the same question. 

2 Fondren v. Comm’r, 324 U.S. 18, 20 (1945). “Whatever puts the barrier of a sub- 
stantial period between the will of the beneficiary or donee now to enjoy what has been 
given to him and that enjoyment makes the gift one of a future interest within the mean- 
ing of the regulation.” Jd. at 29: “Whenever provision is made for immediate applica- 
tion of the fund for such a purpose [the child’s use or enjoyment], whether of income or 
of corpus, the exemption [exclusion] applies.” 

8Comm’r v. Disston, 325 U.S. 442, 449 (1945). “. .. in the absence of some indica- 
tion from the face of the trust or the surrounding circumstances that a steady flow of 
some ascertainable portion of the income to the minor would be required, there is no 
basis for conclusion that there is a gift of anything other than for the future.” 

4 Fleming, Gifts for the Benefit of Minors, 79 Micu. L. Rev. 529 (1951); Note, Gifts 
to Minors, 37 A.B.A.J. 78 (1951). 

5 Note, 37 A.B.A.J. 78, 79 (1951), commenting particularly on John W. Kieckhefer, 
15 T.C. 111 (1950), since reversed, 189 F.2d 118 (7th Cir. 1951). In this note it was 
suggested that: “Perhaps the Seventh Circuit will provide a satisfactory answer. . . .” 
Redeker, How Do Gift and Estate Taxes Affect Life Insurance and Annuities? in Pro- 
CEEDINGS OF NEw York University NintH ANNUAL INSTITUTE ON FEDERAL TAXATION 
53 (1951), “. . . submitted that the Kieckhefer case [in the Tax Court] should be re- 
pudiated by some higher tribunal.” 

6 Anderson, supra note 1. 
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the “present use, possession and enjoyment required by the Statute and 
Regulations.” * (This is unnecessarily inventive.) 

(3) The contention of taxpayers themselves that there is no real difference 
between an outright gift to an infant and a gift to him by way of a trust, 
even if the trustee is instructed to accumulate the income. (This has caused 
confusion. ) 

(4) The fact that there seem to be no appellate decisions squarely holding 
that an outright gift of property directly to a minor or directly to his legal 
or natural guardian constitutes a present interest. (This is not surprising.) 

The leading cases have been confined to interpretation of trust agreements. 
But there is a great substantive difference between an outright gift and a gift 
of anything less than that. Mr. Fleming, author of one of the articles men- 
tioned, professes to recognize this difference but, he says, “. . . the govern- 
ing principles for determining what is a present interest would appear to be 
the same whether the gift is outright or in trust.” * The difficulty of course is 
in finding and applying those principles. 

Perhaps the fundamental distinction is between the case where “. . . the 
element of future use and enjoyment of the transferred property is created 
by the terms of the transfer itself,” ® and the case where there is at most only 
an apparent element of futurity in the blanket of protective rules which the 
law throws around an infant’s own property merely to make certain that he 
does benefit fully from it. Judge Stephens in the Ninth Circuit observed that 
“An owner’s right to receive income from his property is a right different 
from that to receive annual payments of net income from trust property.” 7° 

It would seem equally true that the right of a young infant to receive in- 
come, or otherwise to enjoy substantial present economic benefit, from his 
own property, is different from whatever rights he may have in a trust pro- 
viding that the trustee shall (or may) withhold income from him. This would 
seem so even if the trustee could pay it out in some contingency. Judge Biggs 
in the Third Circuit clearly recognized the difference: “We are not con- 
cerned in the case at bar with what the law of guardianship might do in 
another case. We are concerned with what the grantor did by the indentures 
sub judice.” ™ 

The subjective test is stated explicitly by Mr. Fleming. He cites Fondren 
and Disston for the proposition that “. . . ‘immediate application’ for the 
minor’s benefit . . . is to be determined from the standpoint of the minor . . . 
in the light of the minor’s capacity and foreseeable requirements when the gift 
is made.” (italics supplied) ** He stresses that “As for property . . . owned 


7 Ashcraft v. Allen, 90 F. Supp. 543 (D.C. Ga. 1950). 

8 Fleming, supra note 4, at 534. 

9 Chas. F. Roeser, 2 T.C. 298 (1943) ; cf. Kathrine Schuhmacher, 8 T.C. 453 (1947). 

10 Fisher v. Comm’r, 132 F.2d 383, 386 (9th Cir. 1942). 

11 Dissent in Disston v. Comm’r, 144 F.2d 115, 120 n. 3 (1944), rev'd, 325 U.S. 442 
(1945). 

12 Fleming, supra note 4, at 534. 
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by a minor . . . held and administered by a guardian . . . the minor does 
not have any actual personal use, possession or enjoyment. . . .” #* 

It is submitted that neither statute, regulations nor the courts have imposed 
any such subjective test in gauging the “right to substantial present economic 
benefit.” +* So measured, a gift of a United States savings bond by purchase 
in the name of and delivery to a bright six-year-old would be a present interest 
because, should he wish promptly to redeem it, he could “sign his name to the 
request and understand the nature of such act,” ?* whereas the gift of an 
identical bond to his dull five year old brother would be a future interest be- 
cause the latter could do neither. “While Congress presumably did not intend 
to discriminate against minors, neither did it establish special distinctions 
which are carefully graded according to the age of the beneficiary. This is not 
to deny that extremely nice distinctions have often been attributed to the 
legislative process. But this one seems excessively fine.” ** There is no need 
to read such a subjective test into these cases. The application of the Court’s 
language should be limited to the facts presented to it. Indeed, if any inference 
is to be drawn beyond the decisions in these cases, it might more easily be 
concluded that the Court would have been sympathetic to a showing from 
“surrounding circumstances that a steady flow of some ascertainable portion 
of the income to the minor would be required . . . ,”*" and might well have 
been constrained to grant the exclusion had such a showing been made. 

Taxpayers in the trust cases have repeatedly (but so far unsuccessfully) 
contended that if the beneficiary is a minor, there should be no difference 
between his rights as an outright owner of the property and as a contingent 
recipient of income or corpus from the trust. The argument neither persuaded 
the Supreme Court nor caused it, much difficulty.1* The assertion has been 
renewed more recently, with the same result. “The Plaintiff’s contention that 
the donees received such use, possession and enjoyment as it is possible to 
give minors under the Georgia law is immaterial. Clearly, they did not have 
the use, possession and enjoyment required by the statute and regulations 
quoted above. What would have been the result if there had been an outright 
gift to the minor donees, which the Georgia law would require to be held by 
a guardian under court supervision, is not here at issue and is not decided. 
This question might have arisen had the Commissioner made any point as 
to the gift of income. But the Commissioner has conceded ** that the gift of 


18 Jd, at 533. Cf. Chief Judge Major’s specific rejection of a subjective test, “. . . the 
Commissioner’s position appears to be . . . that the beneficiary occupies the same position 
relative to the gift that a boy sustains to his top or a girl to her doll.” Kieckhefer v. 
Comm’r, 189 F.2d 118, 121 (7th Cir. 1951), reversing 15 T.C. 111 (1950). 

14 324 U.S. 18, 20 (1945). 

15 31 C.F.R. §315.39. 

16 PauL, FEDERAL EstaTE AND Girt TAXATION (1946 Supp.) §15.11, 635. 

17 Comm’r v. Disston, 325 U.S. 442, 449 (1945). The key word in the early part of 
this sentence, set forth in note 3 supra, would seem to be “trust.” 

18 Fondren v. Comm’r, 324 U.S. 18, 29 (1945). “It does not follow, as the petitioners 
say, that if the exemption does not apply in this case it can apply in no other made for 
a minor’s benefit,” and “. . . it is not applicable to the facts of this case.” 

19 This concession on the part of the Commissioner seems reasonable enough in the 
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income, though to a minor, is a gift of a present interest.” *° 

The question asked at the beginning of this note has not been presented 
to the Supreme Court, nor has any appellate decision been found ruling on an 
outright gift of property to a minor, uncomplicated by other factors.7 A 
reasonable inference is that the Bureau has properly regarded such gifts as 
present interests, and has not chosen to litigate a question that seems so free 
from doubt. 

The difficulties of taxpayers have arisen not from gifts directly to minors 
or to their guardians, but from gifts, for example, which were designed to 
avoid a guardianship and at the same time, presumptively at least, to keep the 
property in transferable or manageable form.?? The draftsmen of the trusts 
considered in Strekalovsky v. Delaney,” Kieckhefer v. Commissioner ** and 
Cannon v. Robertson succeeded in creating 100% present interests, while 
the draftsman of the Wood trust failed to create any.”* A gift of trust income 
payable with reasonable certainty, although to an infant, seems to have been 
generally conceded to be a present interest, at least since Sharp *" was decided. 

It is submitted that the rule as stated by Judge Hill in Chas. F. Roeser ** 
is still the law. Although the case was prior to the decisions of the Supreme 
Court in Fondren and Disston, no court since seems to have held otherwise. 
In Roeser the income, when distributed to minor beneficiaries from a Clifford 
trust, was taxed to the grantor, and the Commissioner argued that for the gift 
tax future interests were created by the distribution. The Court said: 


Respondent claims the gifts were of future interests on the ground that the 
donees did not have immediate use, possession, or enjoyment of such income. 
Apparently respondent bases this statement on the fact that the donees were 
minors. If so, he has misconceived the meaning of the statute. The exclusion 
is not allowed when the element of future use and enjoyment of the trans- 
ferred property is created by the terms of the transfer itself. Here the donees, 
though minors, had the present possession and use of the income the moment 


light of the Supreme Court’s apparent approval of the ordinary rule: “Accordingly, it 
has been held that . . . the gift of the income is one of a present interest, that of the 
corpus one in futuro. Fisher v. Commissioner, 132 F.2d 383; Sensenbrenner v. Commis- 
sioner, 134 F.2d 883.” Id. at 21. 

20 Ashcraft v. Allen, 90 F. Supp. 544 (D.C. Ga. 1950). 

21 The income tax decisions in Visintainer v. Comm’r, 187 F.2d 519 (10th Cir. 1951) 
would seem to negate any idea of futurity in the gift of 500 sheep to each of four children, 
or in the gifts to the young cattle rancher in Alexander v. Comm’r, P-H {72,543 (5th 
Cir. Aug. 7, 1951). Certiorari has been applied for in the Visintainer case. 

22,.N. Y. Pers. Prop. Law §163, identical with §2 of Uniform Stock Transfer Act, 6 
Unirorm Laws ANN., expressly reserves the right of an infant to disaffrm a transfer 
of stock. Casey v. Kastel, 237 N.Y. 305 (1924). 

2378 F. Supp. 556 (D.C. Mass. 1948). 

24189 F.2d 118 (7th Cir. 1950), reversing 15 T.C. 111 (1950). 

2598 F. Supp. 331 (D.C N.C. 1951). 

26 Willis D. Wood, 16 T.C. No. 118 (1951). Here the trustee was to distribute income 
at the request of the parent of the infant. 

27 Comm’r v. Sharp, 153 F.2d 163 (9th Cir. 1946), where the beneficiary was 16. See 
also note 19 supra. 

282 T.C. 298 (1943). 
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it was received. That fact is clear from the use which was made of the gift, 
the purchase of registered bonds and annuities. Moreover, it has frequently 
been held that present interests are susceptible of gifts to minors and that the 
donors thereof, accordingly, are entitled to an exclusion with respect to such 
gift. Elizabeth H. Fisher, 45 BTA 958; affd. 132 F. 2d 383; Charles v. 
Hassett, 43 F. Supp. 432.79 


A recent pronouncement of the Tax Court in John E. Daniels *° is in com- 
plete harmony with this view. The taxpayer, wishing to make gifts to his 
two, four, and seven year old grandchildren, caused shares of stock in his own 
corporation to be registered in their respective names. The same day his son, 
the children’s father, executed a formal document declaring himself trustee 
for the stock. Gift tax returns reported the gifts as having been made to the 
son as trustee. Exclusions claimed by the taxpayer were denied. Judge Raum 
narrowed the case to a single issue: was this in fact a trust? “If it should be 
determined” he said, “that petitioner made outright gifts to the grandchildren, 
then respondent’s position cannot be sustained.” To this sentence he appended 
a footnote, giving his answer to the question here considered. “We reject as 
untenable the suggestion advanced, but not developed, by respondent, that even 
if there were no trusts, the fact of minority and consequent legal disability of 
the donees resulted in the postponement of enjoyment which characterizes 
future interests. If that view were carried to its logical conclusion all gifts to 
minors would be subject to this same contention. Yet it is clear that a minor, 
through his guardian, may obtain immediate enjoyment of an outright gift.” * 
Most lawyers would agree that it should not need “the gimlet eye of the Tax 
Court ” *? to discover the accuracy of the statement.** 

The Seventh Circuit, in reversing the Tax Court to hold for the taxpayer 
in Kieckhefer v. Commissioner,** went even farther. Emphasizing that if the 
beneficiary had been an adult the gift would have been one of a present 
interest, the Court said it was “not disposed to be the first” to hold that “such 
restrictions and contingencies as are due to disabilities always incident to and 
associated with minors and other incompetents” were sufficient to “transform 
what otherwise would be a gift of present interest to one of future interest.” *° 


29 Td. at 304. 

80 P-H T.C. Mem. Dec. 51,044, 10 TCM 147 (1951). 

31 Jdem. The case was interesting on another point. The Court looked through the 
formal trust declaration executed by the son to the substance of an outright gift to the 
grandchildren. This time the taxpayer benefited. 

82 Justice Frankfurter, concurring in Comm’r v. Culbertson, 337 U.S. 733, 754 (1949). 

83 “Most lawyers,” says Mr. Anderson, “would answer ‘Of course not,’” to the ques- 
tion he poses in the title of his article, note 1 supra. 

84189 F.2d 118 (7th Cir. 1951). The pertinent provision of the trust gave the seven 
months old infant beneficiary (or his non-existent guardian) the right to terminate the 
trust by a demand in writing. The Tax Court detected an element of futurity, which 
would doubtless have been absent had the beneficiary been enough older, but doubted 
whether even ten years older would have changed the result. It seems to have applied, 
perhaps unwittingly, the test of the regulations for redemption and reissue of United 
States savings bonds, i.e., old enough to “sign his name to the request and to comprehend 
the nature of such act.” 31 C.F.R. §$$315.39, 315.42. 

35 Jd. at 122. 
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Donors who impose conditions and stipulate contingencies that are to stand 
between the property and the infant’s “right to substantial present economic 
benefit,” *° have uniformly been denied the annual exclusion.** When a gift 
of property or of trust income has been outright and unfettered, or even a 
close approximation,** the exclusion has been granted.*® 

Courts continue to distinguish between gifts which are outright or to a 
guardian and those which are something less than that. Oblique attacks on 
this position, such as the “even if” argument “advanced but not developed” 
in Daniels, may be expected, especially where a draftsman has been ingenious,*° 
ingenuous,** or creative.*? 

There is a real, if technical, distinction between a gift to an infant outright 
or through his guardian, on the one hand, and a gift to a trustee or another 
“as if” outright or “as if” he were a guardian, on the other. The courts seem 
to be making a realistic approach, recognizing that if they did not any practical 
difference would be confined to the tax consequences. Donors should not 
expect a gift to a minor to be one of a present interest when under otherwise 
identical facts the gift, if made to an adult, would be one of a future interest. 
Nor should donors or their counsel feel too aggrieved if the Commissioner 
uses against them much the same arguments they themselves have been urging 


on the courts. 
—Dwicut Rocers * 


A Different View of Outright Gifts to Minors. I am not persuaded 
that outright transfers are the answer to the problem of how to make gifts to 
minors qualify for the $3,000 annual exclusion. It is a position sometimes 
asserted and indeed, in one of the latest Tax Court cases on the subject,* 
Judge Raum declared that a transfer in trust was an “essential ingredient” to 


36 324 U.S. 18, 20 (1944). 

87 Fondren, note 2 supra; Disston, note 3 supra; Hessenbruch v. Comm’r, 178 F.2d 
785 (3d Cir. 1950); Ashcraft v. Allen, 90 F. Supp. 543 (D.C. Ga. 1950); Kathrine 
Schuhmacher, 8 T.C. 453 (1947) ; Spyros P. Skouras, 14 T.C. 523 (1950), aff’d, 188 F.2d 
831 (1951). As far as trusts are concerned, about all this line of cases demonstrates is 
that conventional trust provisions for accumulation during minority, whatever the powers 
in trustees to make advances of principal or income, are ill adapted to save the gift tax 
exclusion. See also Willis D. Wood, 16 T.C. No. 118 (1951). 

88 Kieckhefer v. Comm’r, 189 F.2d 118 (7th Cir. 1951); Strekalovsky v. Delaney, 78 
F. Supp. 556 (D.C. Mass. 1948) ; Cannon v. Robertson, 98 F. Supp. 331 (1951); Smith 
v. Comm’r, 131 F.2d 254 (8th Cir. 1942). 

89 Fisher v. Comm’r, 132 F.2d 383 (9th Cir. 1942) ; Sensenbrenner v. Comm’r, 134 F.2d 
883 (7th Cir. 1943) ; Comm’r v. Sharp, 153 F.2d 163 (9th Cir. 1946) ; Charles v. Hassett, 
43 F. Supp. 432 (1942) ; Charles C. Gates, 1 TCM 248 (1943) ; Wisotzkey v. Comm’r, 
144 F.2d 632 (3d Cir. 1944); Chas. F. Roeser, 2 T.C. 298 (1943); Louise McCoy, 6 
TCM 1097 (1947) ; John E. Daniels, P-H T.C. Memo Dec. 951,044, 10 TCM 147 (1951). 

40 Kieckhefer v. Comm’r, note 38 supra; Willis D. Wood, note 37 supra. 

41 John E. Daniels, note 39 supra. 

42 Strekalovsky v. Delaney, note 38 supra; Cannon v. Robertson, note 38 supra. 

* Member of the New York Bar and an associate of Scudder, Stevens & Clark, invest- 
ment counsel. 

1 John E. Daniels, 10 TCM (1951). 
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the Government’s argument that a gift of a future interest was involved. “If 
it should be determined,” said he, “that petitioner [donor] made outright 
gifts to the grandchildren, then respondent’s [Government’s] position cannot 
be sustained.” 

But in all deference to Mr. Rogers, Judge Raum, and others of like per- 
suasion, this view seems to mistake the cloak for the character and miss the 
real issue. Most of the litigated situations have, it is true, involved transfers 
in trust, but in large part this can be explained by the fact that informational 
returns are more frequently filed in such cases, bringing the transaction to 
attention, than in cases of outright gifts, where it is very generally assumed 
that such gifts constitute present interests and no informational or other 
returns are filed. But this is certainly not to say that the question whether a 
future interest is involved does not equally apply to outright transfers. 

Moreover, Judge Raum could hardly have meant what he said in John E. 
Daniels, for there have been several previous Tax Court holdings the other 
way. Only a few months before the Tax Court held in Spyros P. Skouras * 
that an outright assignmeni of life insurance contracts to minor beneficiaries 
constituted future interests, and the holding was recently affirmed by the 
Second Circuit Court of Appeals.? In 1943 the Tax Court had before it, in 
Rosa A. Howze,* a conveyance 2f real estate to four children, with a life 
estate in the lands conveyed reserved to the donor. The Court, in a well con- 
sidered opinion, held that the gifts were gifts of a future interest and said: 
While it is true that United States v. Pelzer, supra, and the other cases cited 
and relied upon by the Commissioner all involved the rights of beneficiaries 
in property placed in trust, nevertheless we cannot agree that this fact within 
itself makes petitioner’s case distinguishable from the cases cited. The ques- 
tion here, as in the cases cited, is whether the gifts made were of ‘future in- 
terests’ in property. 

In Dora Roberts * outright gifts were made of certain guaranteed annuity 
policies to grandchildren. The Tax Court held that the premiums paid by the 
donor were gifts of future interests because of certain restrictive provisions 
in the policies, on the authority of Commissioner v. Boeing ® and Frances P. 
Bolton." The taxpayer contended that in these cases the gifts were indirectly 
made through a trust, whereas in the case at bar the policies were given out- 
right with no intervening trust. The Tax Court declared that the important 
question was whether the gifts were a future interest, and whether the trans- 
fers were in trust or outright was an immaterial circumstance. 

The case of Chas. F. Roeser,® relied upon by Mr. Rogers, involved a trust 
and not an outright transfer, and while the opinion states that the exclusion 


214 T.C. 523 (1950). 

8 188 F.2d 831 (2d Cir. 1951). 

42 T.C. 1254, 1256 (1943). 

52 T.C. 679, aff'd, 153 F.2d 657 (Sth Cir.), cert. denied, 324 U.S. 841 (1945). 
6123 F.2d 86 (1941). 

71 T.C. 717 (1943). 

82 T.C. 298 (1943). 
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is not allowed when the element of future use and enjoyment of the trans- 
ferred property is “created by the terms of the transfer itself,” this must be 
read in context. It is not a holding that future interests in property may arise 
only in connection with transfers in trust, as Roberts and Howze, decided 
subsequently by the Tax Court, would seem clearly to demonstrate. 

Nevertheless, relying upon this statement, Mr. Rogers would distinguish 
between futurity created by the terms of a transfer and futurity arising out 
of the “blanket of protective rules the law throws around an infant’s property.” 
The majority opinion in the recent Seventh Circuit decision of Kieckhefer v. 
Commissioner ® makes a similar distinction by stating that the fallacy of the 
Commissioner’s contention was his failure to distinguish between “restrictions 
and contingencies imposed by the donor (in this case a trust instrument), 
and such restrictions and contingencies as are due to disabilities always in- 
cident to and associated with minors and other incompetents.” 

This argument is substantially the same as that made by Judge Jones in 
the Third Circuit decision of Disston v. Commissioner?’ and by Judge 
Waller, dissenting, in the Fifth Circuit decision of Fondren v. Commis- 
sioner,+ which the Supreme Court subsequently rejected. It disregards the 
clear statement of Justice Rutledge that the gift tax statute makes no dis- 
tinction between gifts to minors and gifts to adults; if there is deferment in 
either case, the exclusion is denied.” 

The effect of Fondren ** and Disston * may be, as Judge Major in Kieck- 
hefer, Judge Raum in John E. Daniels, and others have said, to deprive gifts 
to minors of an ability to qualify for an annual exclusion, but this is an 
argument to the policy of the law for the ears of the legislators. The law 
as now declared being that the present-interest test applies to gifts to minors 
as well as to adults, the question is whether this test must be applied literally 
in the case of a gift to a child, or whether a vicarious enjoyment and legal 
substitute for personal possession and use will suffice. My analysis of 
Fondren and Disston has led me to conclude the Court answered that question 
and requires a literal application of the present-interest test to gifts to minors 
as well as adults. “Whatever,” declared Justice Rutledge in Fondren, “puts 
the barrier of a substantial period between the will of the beneficiary or donee 
now to enjoy what has been given him and that enjoyment, makes the gift one 
of a future interest.” (italics supplied) And again in Disston:** “. . . there 
is always the question how much, if any, of the income can actually be applied 
for the permitted purposes. The existence of a duty so to apply the income 
gives no clue to the amount that will be needed for that purpose or the require- 


9189 F.2d 118 (1951), 51-1 USTC 710812, reversing 15 T.C. 111 (1950). 
10 144 F.2d 115 (1944), rev’d, 325 U.S. 442 (1945). 

11141 F.2d 419, 421 (1944), aff'd, 324 U.S. 18 (1945). 

12 324 U.S. 18, 28 (1945). 

18 24 U.S. 18, 65 Sup. Ct. 499 (1945). 

14 325 U.S. 442, 65 Sup. Ct. 1328 (1945). 

15 324 U.S. 18, 20 (1945). 

16 325 U.S. 442, 448 (1945). 
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ments for maintenance, education, and support that were foreseeable at the 
time the gifts were made.” (italics supplied) 

The majority opinion in Kieckhefer** avers that the Supreme Court in 
those cases was construing the terms of particular trust instruments, and the 
statements would not apply to a case where the property is subject to the 
control of the infant, his parent, or guardian, or, as Mr. Rogers would add, 
where the property is given outright to a child, or as Sharp,’* Delaney,’® and 
Cannon *° would add, where, though the property be trusteed, the income is 
mandatorily payable to the infant or some third person for the infant. 

These views seem to me to disregard the governing principle laid down by 
the Supreme Court that the property must be available to the minor for his 
own immediate use and enjoyment.*! Disston expressly held that the control 
and dominion of a voluntary trustee did not suffice, and the same result would 
seem to follow with respect to the vicarious enjoyment of a parent, guardian, 
or other third person standing in a fiduciary relationship to the child. No 
logical basis appears for distinguishing between the relationship of a legal 
guardian or parent and a voluntary trustee as regards the administration of 
an infant’s property. If a duty to apply property for the benefit of a child is 
not enough in the case of a voluntary trustee without a showing of the child’s 
needs and ability immediately to use the property, then by the same logic it 
would seem not to be enough in the case of a guardian or parent. 

The recent reversal of the Tax Court in Kieckhefer v. Commissioner by 
the Seventh Circuit has been widely heralded, and it appears that the Com- 
missioner does not intend to appeal. At the same time it is reported that the 
Commissioner’s office does not intend to follow the decision. This fact, plus 
the fact that it was decided by a divided Court and relies on arguments rejected 
by the Supreme Court in Fondren’and Disston, makes me reluctant to place 
complete confidence in its holding. Arthur C. Stifel, Jr.2* is now before the 
Tax Court on a substantially similar trust instrument, and it remains to be 
seen what the Tax Court will do as a result of the Kieckhefer decision, 1.e., 
whether it will accept the reversal or reassert its position, denying an exclusion 
in such cases. 

Cannon v. Robertson,** recently decided by the North Carolina Federal 
District Court, involved a trust for a minor with language substantially identi- 
cal with that found in Strekalovsky v. Delaney,?* where a Massachusetts 
District Court found that the present-interest test was satisfied even though a 
trust was employed for a child. I confess to an inability to understand the 


17 Supra note 9. 

18 153 F.2d 163 (1946), affirming 3 T.C. 1062 (1944). 

1978 F. Supp. 556 (D.C. Mass. 1948). 

2098 F. Supp. 331 (D.C. N.C. 1951), 51-2 USTC 10822. 

21 See note 37 A.B.A.J. 78 (1951) ; Anderson, Gifts to Children and Incompetents, 26 
Taxes 911 (1948); Fleming, Gifts for the Benefit of Minors, 49 Micu. L. Rev. 529 
(1951). 

22 T.C. Doc. No. 30204. 

23 See note 20 supra. 

24 See note 19 supra. 
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significance of the language employed in Strekalovsky and Cannon. It seems 
to me to be mere words, and I doubt whether, in the final outcome, the ability 
to qualify a gift to a minor for an annual exclusion will be held to turn upon 
any such magic words as those employed in these cases. 

I also reserve final judgment regarding the doctrine of Commissioner v. 
Sharp,?® which continues to receive recognition. Sharp is pre-Fondren, and 
the Court’s opinion fails to disclose what disposition was made there of the 
income required to be distributed by the trustee or what the needs and require- 
ments of the minor were, other than the fact that the minor was sixteen years 
of age at the time of the establishment of the trust. Having in mind Justice 
Rutledge’s statement that it is not enough in any case to show the mere 
existence of a duty to pay over income without a correlative showing of the 
amount which can reasonably be expected to be applied for the minor’s benefit, 
the holdings in Sharp and other similar cases are open to question as to their 
present status. 

It is almost certain that the Supreme Court will be asked to consider the 
subject further, but in view of the length of time required to have questions 
finally resolved by that Court and the unfavorable precedents established by 
Fondren and Disston, legislation would seem to be imperative to place gifts 
to children on a comparable basis with those to adults for gift tax purposes. 
It is a hopeful sign that in the latest Report of the Committee of the American 
Bar Association on Federal Estate and Gift Taxes, it is stated that the 
Committee has under study a revision of the present provisions of section 
1003(b) of the Internal Revenue Code so as to permit the $3,000 exclusion 
to apply to gifts of future interest to donees who are minors. 


—AUSTIN FLEMING * 


25 See note 18 supra. 
* Member Illinois Bar; Attorney, The Northern Trust Company, Chicago, III. 











Notes 


The New York City Retail Sales Tax: What Constitutes a Sale of 
Tangible Personal Property? * The problem to be dealt with is concerned 
primarily with two types of transaction: one, when in the rendition of a non- 
taxable service there is delivered tangible personal property incidental to such 
service ; two, when there is given a non-taxable right of reproduction of an 
artistic creation, and tangible personal property is delivered to the person to 
whom such right is given. 

This paper has been partitioned into several main sections: first, a presenta- 
tion of the scope of the Retail Sales Tax; second, the pertinent sections of 
the tax law along with a hypothetical situation, which will more clearly focus 
the problem presented by the statute and dealt with in this note; third, a sur- 
vey of the case law and the tax regulations and rulings as promulgated by 
the Comptroller, so as to present the varied situations in which the problem 
may arise; fourth, an application of the case law to the hypothetical situa- 
tion ; fifth, the force and effect on the courts of the Comptroller’s tax regula- 
tions and rulings; sixth, a proposed amendment to clarify the local law ; and 
seventh, the conclusion of the writer as to the effect of the proposed amend- 
ment. 


1. Scope oF THE RETAIL SALES Tax 


The tax, enacted in 1934 and now imposed under Title N of Chapter 41 of 
the New York City Administrative Code, levies a retail sales tax in the nature 
of an excise tax. The tax is imposed upon retail sales of tangible personal 
property, sales of certain services in connection with tangible personal prop- 
erty (services of producing, fabricating, processing, printing, or imprinting 
tangible personal property), and sales of certain public utility services for 
domestic or commercial use,’ within the City of New York. Except for 
articles specifically exempted, every sale of tangible personal property at re- 
tail is taxable. The tax falls also upon the exchange or barter of personal 
property,® the licensing for use or consumption of tangible personal property,* 


* Supplemental to the Retail Sales Tax, and imposed under Title M of Chapter 41 of 
the New York City Administrative Code, is the Compensating Use Tax. It was enacted 
for the purpose of taxing the use within the city of any tangible personal property, in- 
cluding certain services, which have not already been or will not be subject to the Retail 
Sales Tax. Although this note is not directly concerned with this tax, it should be borne 
in mind that the Compensating Use Tax is connected with the Sales Tax. 

This paper was prepared at the Harvard Law School for Professor John M. Maguire’s 
Seminar in State and Local Taxation. 

1 Sec. N41-1.0(7). 

2 Sec. N41-2.0(a) (2). 

3 Sec. N41-1.0(5). 
4 Sec. N41-1.0(5). 
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sales of food, beverages, and entertainment in restaurants, etc.,° and all sales 
of alcoholic beverages, other than beer and similar malt beverages.*® 

The items for which exemption from the tax is allowed are: certain non- 
luxury foods and beverages for human consumption, water (when delivered 
through mains and pipes), drugs, medicines, eyeglasses, hearing aids and arti- 
ficial limbs (when sold upon a physician’s prescription), newspapers and 
periodicals, and cigarettes.’ Also exempt are sales by or to semi-public in- 
stitutions and the United Nations and by or to the City, State, and Federal 
Governments,® sales for the purpose of resale,® sales of beer or similar malt 
beverages,’® fuel supplies, ships’ equipment (except articles purchased for the 
original equipping of a new ship), ships’ stores or sea stores used on vessels 
not operated exclusively within the city limits,’* and automobiles for disabled 
veterans.*? 

The tax is imposed on gross receipts and is based on schedules prepared 
by the Comptroller.** Although the tax is primarily payable to the City by 
the sellers or licensors, the ultimate burden of the tax is placed upon the 
shoulders of the purchaser or consumer. 

The constitutionality of the law was tested in the United States Supreme 
Court * in a situation in which a Pennsylvania corporation sold coal to New 
York consumers, such coal moving by rail from mine to dock in Jersey City, 
New Jersey, and then by barge to the delivery point in New York City; all 
sales with the New York City customers were entered into in New York 
City. As applied to the above situation, the imposition of the tax was upheld 
in a six-to-three decision as not being regulatory in nature or constituting an 
undue burden in interstate commerce and hence not violative of the Federal 
Constitution. 


2. THE STATUTE’S PERTINENT PROVISIONS ; THE PROBLEM OF THE STATUTE 
Focusep By USE oF HypcTHETICAL SITUATION 


Section N41-1.0(5) taxes as a “sale”: 


. . . Any transfer of title or possession or both, exchange or barter, license 
to use, license to consume, conditional or otherwise, in any manner or by any 
means whatsoever for a consideration, or any agreement therefor, and shall 
include rendering of any service specified in section N41-2.0 of this title. 


5 Sec. N41-2.0(a) (3). 

6 Sec. N41-2.0(a) (4). 

7 Sec. N41-2.0(a) (1). 

8 Sec. N41-2.0(b). 

9 Secs. N41-1.0(7) ; N41-2.0(a) (2). 

10 Sec. N41-2.0(a) (4). 

11 Sec. N41-2.0(c). 

12 Sec. N41-2.0(dd). 

18 Secs. N41-2.0(a) ; N41-12.0(5). 

14 McGoldrick v. Berwind-White Coal Mining Co., 309 U.S. 33, 60 Sup. Ct. 388 (1940). 

15 Section N41-2.0 imposes the tax on utility services under subdivision (a) (2), and 
under subdivision (a)(5) imposes a tax “. .. upon the receipts from every sale of the 
services of producing, fabricating, processing, printing or, except for the imprinting of 
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Section N41-1.0(6) defines “tangible personal property” as “. . . cor- 
poreal personal property of any nature.” *° 
“Retail sale” or “sale at retail” is defined by section N41-1.0(7) as: 


. . . A sale of tangible personal property to any person for any purpose 
other than (1) for resale in the form of tangible personal property ; or (2) for 
use in performing the services of producing, fabricating, processing, printing 
or, except for the imprinting of copy upon an already printed product, im- 
printing upon tangible personal property of another (other than in connec- 
tion with the repair, alteration or reconditioning of said tangible personal 
property to refit it for the use for which it was originally produced) where 
the property so sold becomes a physical component part of the tangible per- 
sonal property upon which the services are performed. 


Assume Nifty-Wear, Inc. is a domestic corporation engaged in the busi- 
ness of maintaining a style and pattern service for manufacturers of women’s 
dresses and cloaks. The manufacturers who subscribe to this service are 
charged a seasonal fee, which entitles them to examine patterns and styles 
created by Nifty-Wear’s expert designers and geared to the desires of those 
particular manufacturers. From among these patterns and styles, the manu- 
facturers are entitled to make selections according to the fee paid. When a 
selection is finally made, the expert designers of Nifty-Wear consult with the 
manufacturer in order that the selected patterns and styles may be made to 
conform to the particular manufacturer’s costs and prices in so far as the 
production of a finished product is concerned. As a result of these consultations 
the styles and patterns are modified, the modifications being based upon each 
particular manufacturer’s notions with advice of the designers. The manufac- 
turer takes with him the styles and patterns as modified, if such modification 
was necessary, or as originally created by the designers. In the event ad- 
vantage is not in fact taken of thesé services offered by Nifty-Wear, the fee 
is nevertheless, and without condition, payable to the latter. Can it be stated 
with any degree of certainty that under the circumstances involved there is a 
“sale” of tangible personal property that was intended to be taxed by the 
Retail Sales Tax? 


3. THe Cas—E LAw AND COMPTROLLER’S REGULATIONS AND RULINGS 


Peculiarly analogous to the above hypothetical facts are the circumstances 
involved in Dun & Bradstreet, Inc. v. City of New York.’ The taxpayer 


copy upon an already printed product, imprinting tangible personal property, to a person 
who directly or indirectly furnishes the tangible personal property, not purchased by him 
for resale, upon which such services are performed; other than the rendering of services 
in connection with the repair, alteration, or reconditioning of tangible personal property 
on behalf of the owner thereof to refit it for the use for which it was originally produced.” 
16 In the compilation of article 10 of the Comptroller’s Retail Sales Tax Regulations, 
it is stated that tangible personal property includes all property which is movable and 
has substance and intrinsic value or worth. The article excludes from the term “tangible 
personal property” such items as open accounts, stocks, bonds, mortgages, notes or other 
evidences of indebtedness, theatre tickets, railroad or steamship tickets, or tickets sold 
for any form of amusement. 
17 276 N.Y. 198, 11 N.E.2d 728 (1937). 
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involved is a mercantile credit corporation rendering services to subscribers 
by furnishing confidential information as to the financial standing and credit 
of persons with whom the subscribers intend to transact business or to whom 
they intend to furnish credit. One medium through which this information 
is rendered is the delivery to its subscribers of reference books, the title to 
which remains in the corporation rendering the service. No charge is made 
for the use of the reference books separate and apart from the service charge. 
The reference books cannot be obtained separate and apart from the services 
furnished to subscribers. 

It was held that no sales tax may properly be imposed upon the taxpayer 
for the services so rendered, or on the theory that the corporate taxpayer, in 
delivering the reference books to its subscribers, sold tangible personal prop- 
erty within the meaning of the sales tax statute. In so deciding, the Court 
based its reasoning on three primary factors: (1) the title to the books re- 
mained in Dun & Bradstreet ; (2) no charge was made to the subscribers for 
their use separate and apart from the charge for services; and (3) the books 
were furnished as a mere incident to the service of furnishing the confidential 
information. The Court relied very heavily on factor (3). It stated: 


. . . The information collected by [Dun & Bradstreet] at great expense is 
secured to enable it to furnish to its subscribers detailed information to guide 
them in making sales and extending credit. The information furnished is of 
value to the subscribers and for it they pay but not for the paper upon which 
the information is conveyed or the reference books which are only guides to 
assist in the rendition of [Dun & Bradstreet’s] service. One does not think 
of a telephone company as a seller of books to its subscribers. It renders a 
service. To make that service efficient, it furnishes its subscribers with books 
containing a list of its subscribers with their call numbers. ‘The paper is a 
mere incident ; the skilled service is that which is required.’ 1* 


Subsequently, in a decision *® again involving Dun & Bradstreet, the cor- 
poration sought a declaratory judgment regarding the taxability of the refer- 
ence books under the Sales Tax Law. It was contended by the City that the 
transactions engaged in by the mercantile corporation were in reality a “trans- 
fer of possession” or “license to use” the reference books supplied by the 
corporation rather than the furnishing of services. In rejecting this conten- 
tion, the Court maintained that theoretically the subscriber could obtain the 
information contained in the reference volumes by visiting Dun & Bradstreet’s 
offices to consult them, and the fact that inconvenience was saved the sub- 
scriber by making the volumes available in his own place of business did 


18 Jd. at 205. See, to the same effect, Stampers Arrival of Buyers v. City of New 
York, 296 N.Y. 574, 68 N.E.2d 871 (1946). Here the taxpayer compiles and furnishes 
daily to its subscribers a written report containing information respecting the arrival in 
the City of buyers in the garment industry and the place where such buyers can be inter- 
viewed; the information is conveyed to the subscribers upon request or inquiry, and for 
such service there is charged a monthly fee; no charge is made by the taxpayer separate 
and apart from the original charge, nor is any information obtainable from taxpayer 
except as part of the services furnished by it. 

19 Dun & Bradstreet, Inc. v. City of New York, 168 Misc. 215, 5 N.Y.S.2d 579 (1938). 
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not change the transaction into “a transfer of possession.” The Court pointed 
out that the subscriber did not obtain the right to exhibit the books to another 
or sell the information or tamper with it, and maintained that anything less 
than this is not such a use as would make the transaction taxable as a sale of 
tangible personal property. Here, as in the first Dun & Bradstreet case, the 
Court emphasized that these reference books could not be obtained separate 
and apart from the services rendered, and that the furnishing of the books 
was but an incidental part of the service of furnishing the information re- 
quired by the subscribers. 

In a very recent case, Business Statistics Organization, Inc. v. Joseph,” 
the taxpayer was engaged in the printing of publications, “Babson’s Business 
Reports,” etc., which presented business and financial news and forecasts. 
Although the main thrust of the opinion centered around the question whether 
these publications were “periodicals” within the meaning of the Sales Tax Law 
which excepted “periodicals,” the Court, in a strong dictum, answering the 
City’s contention that the fact that the publications were to be treated in 
“strict confidence” deprived them of the character of “periodicals,” did treat 
with the problems involved in our hypothetical situation. The Court stated: 


. it should be noted that if we were to accord to the restriction [that 
the reports be treated in strict confidence] the literal effectiveness argued for 
by the city, then cogent argument could be advanced that subscriptions to the 
publication are not sales of ‘tangible personal property,’ for in that event, the 
publications would have no independent market value in the hands of the 
subscriber and he would not be able to transfer them nor divulge their con- 
tents. Instead of being the subject of a sale of tangible personal property, 
the actual printed publications would really be an incidental part of a transac- 
tion involving the private communication of specialized knowledge to indi- 
vidual clients, accompanied by the rendition of personal and direct services 
on the part of [the taxpayer]. In that view the case would be akin to Dun 
& Bradstreet v. City of New York ... and Stampers Arrival of Buyers 

. . cases in which transactions essentially calling for the rendition—in 
exchange for a stipulated consideration—of personal services were not con- 
sidered to be sales of tangible personal property merely by reason of the fact 
that as a necessary incident thereto the subscriber received and retained 
printed matter of no independent or market value.” 


In the course of this opinion the Court distinguished the case of Matter of 
Moody's Investors Service v. McGoldrick,” saying: 


20 299 N.Y. 443, 87 N.E.2d 505 (1949). 

21 Jd. at 452. 

22254 App. Div. 726, 5 N.Y.Supp. 765, aff'd without opinion, 280 N.Y. 581 (1939). 
Here the publisher, Moody’s, collected and compiled statistical information concerning 
corporate securities and printed the results in a series of publications, each devoted to a 
different class of security. The publications took the form of pamphlets, issued in most 
cases twice monthly, which contained current information concerning dividends, financial 
reports, and other matters of interest to subscribers, and a bound reference book or 
manual, issued at the end of the year, which integrated the information contained in the 
pamphlets published during the year. Subscribers contracted to receive the desired pam- 
phlets during the year, and Moody’s agreed to give each subscriber at the end of the 
year a copy of the appropriate integrating manual free of charge. 
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No personal services were offered or given by Moody’s in connection with 
the sale of the publications. We there held that the pamphlets by Moody’s 
should be regarded as publications at regular intervals of parts of the refer- 
ence book or manual furnished to subscribers at the end of the year. Thus, 
in effect, the transaction was one for the sale of such manuals, and the single 
subscription price was subject to the city sales tax as a receipt from the sale 
of tangible personal property. The reference books and manuals were clearly 
finished products, freely transferable and having an independent market value 
in the hands of the purchaser disassociated from any personal or individual 
services rendered by the seller. These books or manuals were held taxable 
even though they were the product of services, 1.¢., specialized and extensive 
investigation, evaluation and research prior to publication, for the subscriber 
purchased the finished product and not the services which went into its pub- 
lication.”* 

Thus, what the Court has done in the Business Statistics case is to point out 
that publication of the items involved in Moody's Investors Service did neces- 
sitate the prior rendition of services, but that, unlike Dun & Bradstreet and 
Stampers Arrival of Buyers, the price upon which a sales tax was allowed to 
fall was paid for the result of those services, the finished product, and not for 
the services themselves. 

It also has been held that the official stenographers of the Supreme Court 
of New York are not engaged in the sale of any tangible personal property 
when they furnish certified transcripts of the minutes of a case to the presid- 
ing judge or to the parties to the action; hence, the fees are not subject to 
the imposition of a sales tax by the City.2* The decision was based upon the 
theory that the compensation is paid for the personal service, consisting of 
the skillful reporting of the events of a trial at court, and it is merely incidental 
that it takes the form of being typed on paper. The case may be distinguished 
from Moody's Investors Service or a case involving the sale of sound record- 
ings or phonograph records. In the latter transactions the purchaser can only 
acquire the benefits of the various “services,” 1.e., the processes of research, 
investigation, etc., and the processes involved in recording on wax discs, which 
go to create the finished product, by purchasing the finished product itself. 
To enjoy the benefits of the “services,” it is essential that the purchaser have 
the end result of them, the finished product. The report of a trial, just as 
the Dun & Bradstreet service, may be conveyed otherwise than through the 
medium of tangible property. Moreover, the trial report is for only limited 
use, whereas phonograph records are of permanent value and for extended 


23 299 N.Y. 443 at 448 (1949). 

24 Booth v. City of New York, 268 App. Div. 502, 52 N.Y.S.2d 135, aff’d, 296 N.Y. 
573 (1944). But see Ruling of Special Deputy Comptroller, No. 1943-13, Jan. 27, 1943, 
4 CCH State Tax Rep. §130-104.33, where it is advanced that unofficial, or what might 
be termed “free-lance,” reporters who are employed to attend, record, and transcribe are 
not taxable under the sales tax upon consideration received for such work, except with 
respect to the receipts from transactions sold to individuals other than the employer. 
Thus the tax must be collected upon the consideration received for transcripts furnished 
to persons other than the employer of the stenographer. In the event the stenographer 
acts as an independent contractor, and there is no employer, the tax will be collected 
upon the furnishing of transcripts to all parties. 
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use ; therefore, to be made use of, possession of the latter must be had ; pos- 
session of the former is not essential. 

Several important decisions have arisen concerning the question whether 
the delivery of artistic creations, paintings, or illustrations for a considera- 
tion, in order that one paying the consideration may reproduce them, is a sale 
and therefore taxable under what is now section N41-1.0(5) of the Sales 
Tax Law. One such case ** involved a transaction in which a publisher of 
magazines and periodicals paid an artist a consideration for the right to re- 
produce a number of the artist’s paintings. The publisher acquired no right 
to exhibit the paintings to the public or to sell or tamper with them. In fact, 
the artist reserved to himself the right to sell the paintings. It was held that 
the transaction did not constitute a “license to use,” which would make it 
taxable under the tax law as a sale.** Delivery of the articles in question into 
the possession of the party paying the consideration was not necessary. The 
paintings were in fact given into the publisher’s possession, and it in turn 
forwarded them to a photo-engraving company, which prepared blueprints and 
made final comparison with the originals either in the engraver’s plant or in 
the publisher’s place of business. The Court maintained that the latter steps 
could have been performed just as conveniently by the photo-engraver at the 
artist’s studio without any delivery of the paintings into the custody of the 
publisher or the photo-engraver.?* 


25 Howitt v. Street & Smith Publishers, Inc., 276 N.Y. 345, 12 N.E.2d 435 (1938). 

26Tn its reasoning, the Court stated (at p. 351) that the ordinary interpretation of 
the word “use” is “. . . to assert possessory interest in this article for some length of 
time; in this case to hold the right to exhibit the picture or sell it or tamper with it in 
some manner to be decided by the purchaser. Anything less than this, as merely the 
right to reproduce, is not such a use as should make this transaction taxable as a sale 
of tangible property.” 

See the second Dun & Bradstreet case, supra note 19; also see Anderson v City of New 
York (Pagano, Inc. v. City of New York), 172 Misc. 370, 15 N.Y.S.2d 155 (1939), in 
which it was held that when there is a transfer of photographic prints and illustrations 
for the purpose of reproducing them, and title to the tangible prints and illustrations re- 
mains in the transferor by custom and usage of the trade, the transfer is not a sale of 
tangible personal property, nor is it a “license to use or consume,” and is therefore not 
subject to the sales tax. (It is interesting to note that the latter opinion was delivered 
from the bench, but before the order was signed, the judge died. A retrial was ordered 
by the Supreme Court and affirmed by the Appellate Division. On retrial of the case, 
the new judge arrived at a different finding of fact, determining that the title and pos- 
session were both transferred to the customers for consumption or disposition as the 
customer desired. With this construction of the facts, the Court ruled that the transac- 
tions were subject to the tax. Anderson v. City of New York (Pagano, Inc. v. City of 
New York), 176 Misc. 896, 30 N.Y.S.2d 302 (1941), aff'd without opinion, 295 N.Y. 
784 (1944)). 

27 Article 70 of the Comptroller’s Retail Sales Tax Regulations now provides: ‘The 
right given to reproduce a painting, cover drawing, illustration, or cartoon is not a sale 
of tangible personal property and the amount received by the owner for such right is not 
a taxable receipt where the transfer of possession of the property is a mere incident to 
the right to reproduce said property and is not especially required for that purpose. The 
receipts from such right to reproduce tangible personal property are not taxable.” 

The article further provides: “Where an artist sells or grants a license to use or con- 








1951] NOTES 101 


In a good many of the decisions concerning the problem at hand, several 
cases are constantly cited to the courts by the City to demonstrate that the 
sales tax has been imposed in the past on the proceeds of items and transac- 
tions the same as or similar to the ones involved in the particular litigation. 
One such case,?* decided by the Appellate Division, involved the imposition 
of the State sales tax. There the taxpayer was engaged in the business of 
putting designs on paper, such designs then being impressed on cloth, and 
offering sketches for sale to manufacturers, who traced these designs on 
copper rolls through which materials were run for the purpose of imprinting 
figures on cloth.”® It was held that the imposition of the tax was justified 
since the owner “. . . was conducting the business of putting on paper figures 
and designs and offering the sketches for sale, and each had intrinsic value, 
albeit perhaps possessing an artistic quality or principle.” Although taxing 
the transmission of the design as a sale of tangible property, the opinion 
contained language resembling that of the Dun & Bradstreet and Stampers 
Arrival of Buyers type of case. The Court disparaged the attempted liken- 
ing of the owner’s sales situation to that of theatre, dinner, and railroad 
tickets, the prescription of a doctor, or the blueprints of an architect. It was 
stated : °° 


. . . [theatre and railroad tickets] are mere incidents and steps in the con- 
duct of a business ; they are mere evidences of rights. When a doctor gives 


sume a painting, cover drawing, illustration or cartoon to a publisher or newspaper syn- 
dicate and title thereto passes to the purchaser, or where a transfer of possession is 
necessary to reproduce the painting, cover drawing, illutration or cartoon, there is a 
sale of tangible personal property, the receipts from which are subject to tax.” 

In the most recent case on the entire problem, Matter of Frissel v. McGoldrick, 300 N.Y. 
370 (Mar. 1950), the Court dealt with article 70 of the regulations supra in conjunction 
with section N41-1.0(5) of the Sales Tax Law. Here a photographer received special 
orders from a publisher, Hearst Magazines, Inc., for photographic motifs that were to 
be reproduced by the publisher in his publications. The prints only were delivered to 
the publisher, the photographer retaining the negatives in her possession. The photog- 
rapher also delivered transparencies of colored pictures. There was no retouching done 
by the publisher, and both the prints and the transparencies were returned intact to the 
photographer. The publisher did not have the exclusive right to reproduce the prints 
but merely the first right. There was no transfer of title. Quoting from article 70 and 
section N41-1.0(5), the Court found that the temporary “transfer of possession” was a 
non-taxable “mere incident to the right to reproduce said property” and was “not espe- 
cially required for that purpose,” and was not a taxable “use” within the meaning of the 
statute. “. . . it was more convenient here to reproduce the prints at the publisher’s . . .” 
rather than at the photographer’s place of business. 

The regulation also holds that “The sale of a manuscript by an author to a publisher 
or a newspaper syndicate is a sale of intangible property not subject to tax. The sale of 
a unique manuscript which is not to be used for publication but rather for its intrinsic 
value is a sale of tangible personal property. Receipts from such sales are subject to the 
tax.” (italics added) 

28 People ex rel. Foremost Studio, Inc. v. Graves, 246 App. Div. 130, 284 N.Y.Supp. 
908 (1936). 

29 This fact-situation seems, at first blush, similar to the Nifty-Wear hypothetical situa- 
tion stated earlier, but on closer scrutiny, it is basically dissimilar, as will be seen infra. 

80 284 N.Y.Supp. 908 (1936). 
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a prescription, he is taking an added step in his professional ministrations.** 
When the architect who is to supervise the construction of a building draws 
plans and specifications for approval by the owner, he details in advance the 
appearance of the structure, prescribes the materials to be used to that end, 
and the work to be done. He will build accordingly.*? In each of these 
cases the writing is but an operation in the progress of a personal duty and 
of a larger undertaking. It is mere movement forward in the work not a 
sale. 


The Foremost case, and others similar in nature,** which allowed the im- 
position of the sales tax, were clearly distinguished by the Court in Dun & 
Bradstreet on the ground that in each of these cases the articles that were 
transferred were finished products, each having a distinct market value. 

As a result of such cases as Dun & Bradstreet,** Stampers Arrival of 
Buyers,®®> and Moody's Investors Service,** there was promulgated by the 
Comptroller article 78 of the Retail Sales Tax Regulations. It is designed to 
encompass in the form of an interpretative regulation the decisions that have 
arisen under the facts of these cases. The regulation provides: 


Persons primarily engaged in the business of rendering a service, supple- 
mented by printed matter, merely incidental thereto, for which no additional 
charge is made, are not deemed to be engaged in the sale of tangible personal 
property and are not required to collect the tax on the amount of the receipts 
therefrom. They are, however, required to pay the tax to their vendors on 
all purchases of tangible personal property consumed or used by them in 
connection with the rendering of such services. 


The article further provides : 


If any such person sells or leases tangible personal property separate and 
apart from the service rendered, he is required to collect the tax upon the 
amount of the receipts therefrom. If tangible personal property is sold or 
leased in connection with the service rendered and a separate or an additional 
charge for the property is made, the tax is to be paid on the amount charged 
for the property.*’ 


31 See article 74, Retail Sales Tax Regulations. 

82 The sale of drawings by an architect or engineer is exempt from the burden of the 
tax under article 74 of the regulations, but see Ruling of Special Deputy Comptroller, 
Oct. 8, 1947. 

83JIn Matter of United Artists Corp. v. Taylor, 273 N.Y. 334, 7 N.E.2d 254 (1937), 
a transfer by a distributor to an exhibitor of possession of motion picture films, with 
license to use or exhibit them, was held taxable as a sale of tangible personal property. 
In People ex rel. Walker Engraving Corp. v. Graves, 243 App. Div. 652, 276 N.Y.Supp. 
674, aff'd, 268 N.Y. 648 (1935), a manufacturer of photo-engravings, who delivered a 
finished product to a customer as a piece of copper or zinc plate with etching or photo 
engraved thereon, was held not entitled to a refund upon the retail sales tax on the 
ground that payment to the manufacturer was not for its service but for the metal 
delivered. 

34 Supra note 17. 

35 Supra note 18. 

36 Supra note 22. 

87 The subject treated in this regulation was treated in an earlier regulation. In this 
new regulation the word “primarily” has been added, however, in the first sentence. A 
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It would seem from the survey of the cases touching the problem at hand 
that the tax authorities in New York City are attempting to reduce the un- 
certainties in the Sales Tax Law by regulation rather than by statutory 
amendment. For example, article 70** of the regulations was set forth to 
cover the type of situation presented in Howitt v. Street & Smith Publishers, 
Inc.** and in Matter of Frissel v. McGoldrick ; *° article 74 to cover situations 
mentioned in the Foremost dictum;*! and the ruling of Special Deputy 
Comptroller, No. 1943-13, January 27, 1943,** to cover transactions as pre- 
sented by Booth v. City of New York.** What force and effect these regula- 
tions and rulings have on the courts of New York will be discussed 
hereinafter.** 


4. APPLICATION OF THE CASE LAw 


The basic theme prevalent throughout the hypothetical transactions *° be- 
tween Nifty-Wear, Inc. and the manufacturers is not the sale of tangible 
personal property but rather the rendition of personal services, the combina- 
tion of which constitutes the service of transmitting the skill, ability, and 
“know-how” of Nifty-Wear, 1.e., the maintenance of a style and pattern 
service for which there are created styles and patterns *° by expert designers. 

As for the patterns alone, the medium of transmitting the skill and “know- 
how” of Nifty-Wear, is the delivery of the patterns the manufacturer has 
selected for reproduction after they have been modified, if need be. The 
manual transmission of these patterns on paper or cloth is merely incidental 
in nature to the primary purpose of the transaction—the rendition of per- 
sonal services. “The paper is mere incident; the skilled service is that which 
is required.” ** No charge is made to the manufacturers separate and apart 
from the charge for the services rendered; the agreement between Nifty- 


paragraph that specifically itemized as exempt services, “tax service, financial news service, 
trade service companies and all other similar service companies,” has been omitted in 
this new relation. Also see Ruling of Special Deputy Comptroller, No. 1943-18, Dec. 1, 
1943, 4 CCH State Tax Rep. {130-201.22, in which it is stated: “Correspondence 
schools are primarily engaged in rendering services, not selling tangible personal prop- 
erty. . .. Where, however, such schools furnish tangible personal property to students 
and make a separate charge therefor, they are required to charge and collect the Sales 
. .. Tax upon the sale of such tangible personal property. . . .” 

38 Supra note 27. 

39 Supra note 25. 

40 Supra note 27. 

41 Supra note 30. 

42 Supra note 24. 

43 Td. 

44 See infra section 5. 

45 Supra section 2. 

46 A style, as used here, shall mean a shape or cut of clothing as distinguished from 
a patterm, which is a design, illustration, or drawing that is placed on a garment once 
the style is produced. A short-sleeved shirt, for example, would be a style, whereas the 
checkerboard design on the shirt would be its pattern. 

47 Dun & Bradstreet, Inc. v. City of New York, supra note 18. 
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Wear and the manufacturer as to the seasonal fee for these services requires 
payment whether or not advantage is taken of these services by the latter. 
Therefore, when the patterns are taken by the manufacturers, there is, by 
agreement, no additional charge. 

In and of themselves the patterns are worthless, having no intrinsic value. 
When they are selected by the manufacturer and modified by the concerted 
action of the designer and manufacturer, such action is taken with a view 
to the desires and notions of the particular manufacturer. Only because these 
patterns satisfy his aesthetic sense and come within the particular range of 
costs of production he has estimated and the price levels at which he wishes 
to sell, are they chosen by any particular manufacturer. These patterns then, 
as such, are of no use to any other manufacturer whose taste and estimated 
costs and selling prices are different. The patterns have no independent 
market value, unlike designs that were taxed in the Foremost case. The de- 
livery of the patterns by Nifty-Wear to the manufacturer is in no way essen- 
tial, but a mere incident, to the right to reproduce.** 

Whether or not there is a return of the patterns to Nifty-Wear after re- 
production would seem to be immaterial ; once reproduced on a finished gar- 
ment, the pattern is of no use to anyone because of its publicity and because 
manufacturers’ tastes, costs, and price levels are quite diverse. Therefore, 
the element of capacity of the transferor to reacquire the property would seem 
to be of no consequence in the hypothetical situation. 

What has been said with reference to the patterns applies with perhaps 
greater force and support in so far as the styles created by Nifty-Wear are 
concerned. Since a style is only a type of garment, i.e., a particular shape or 
cut of clothing, what the manufacturer takes away with him after he has 
made his selection is a piece of paper on which are written the different meas- 
urements for the manufacture of a garment, and possibly a diagram or draw- 
ing of what the garment should look like if the measurements listed are ad- 
hered to. If in the Frissel case, the Street & Smith case, and other like cases, 
the courts could say with authority that the articles transferred were mere 
incidents in the rendition of a service for which compensation was paid, such 
analysis is a fortiori applicable to the delivery of the style by Nifty-Wear. 


5. Force AND EFFECT OF THE COMPTROLLER’S REGULATIONS 


It has been stated : *° 


. . . [theoretically] legislative rules are the product of a power to create 
new law, and interpretative rules are the product of interpretation of previ- 
ously existing law. Legislative rules may change the law but interpretative 
rules merely clarify the law they interpret. Valid legislative rules have the 
same force and effect as valid statutes ; the rules are valid if proper procedure 
is followed and if they are within the statutory and constitutional authority 
of the agency [issuing them]. Since interpretative rules theoretically do not 


48 Cf. Matter of Frissel v. McGoldrick, supra note 27. 
49 Davis, Administrative Rules—Interpretative, Legislative, and Retroactive, 57 YALE 
L. J. 919, 928 (1948). 
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embody new law but merely interpret previous law, they are valid only if the 
reviewing court finds the interpretation a permissible one. In theory, review- 
ing courts may no more substitute their judgment on policies declared by 
legislative rules than they may substitute their judgment on policies declared 
by statutes. But since interpretative rules are supposed to be merely interpre- 
tations of previous law, courts often deem themselves free to substitute their 
judgment as to content of interpretative rules. The courts nevertheless have 
evolved many doctrines to guide judicial self-restraint.*° 


Section N41-12.0(1) of the Sales Tax Law authorizes and empowers the 
Comptroller : 


. . . To make, adopt and amend rules and regulations appropriate to the 
carrying out of [the Sales Tax Law] and the purposes thereof. . . . 


Under the theories above set forth, this power is one to issue what have been 
termed “interpretative rules,” and as such, they are not conclusive or binding 
on the courts. One excellent example of how the courts have dealt with rules 
and regulations adopted by the Comptroller is evidenced in the first Dun & 
Bradstreet case. There the Court was faced with a regulation which stated 
that the “receipts by persons engaged in the business of selling a personal 
service, such as a tax service, financial news service and trade service and 
other similar services supplemented by printed matter title to which remains 
in the vendor” are to be taxed. However, prior to the adoption of that regu- 
lation the Comptroller had issued two others which, by their express language, 
exempted the mercantile credit corporation from the imposition and payment 
of the tax.51 The Court maintained that since the rules are in direct conflict, 
i.e., the new regulation being “inconsistent with earlier . . . pronounce- 
ments,” °* there was strong reason to conclude that the tax authorities had 
been in doubt as to whether Dun & Bradstreet, Inc. and others similarly 
situated were subject to the tax. No effect was given by the Court to the 
regulation. 

On the other hand, the Court in Matter of Frissel accepted and used, with- 
out reservation or qualification, as one basis for its decision the Comptroller’s 
interpretation of section N41-1.0(5) as found in article 70** of the Retail 
Sales Tax Regulations. This demonstrated the willingness of the Court to 


50In Skidmore v. Swift & Co., 323 U.S. 134, 65 Sup.Ct. 161 (1944), the United States 
Supreme Court discussed at length the effect of interpretative regulations. The Court 
mentioned that such regulations are merely guides as to what the department under which 
they are issued will contend and press. It was declared that “The weight of such a judg- 
ment [as an interpretative regulation] in a particular case will depend upon the thorough- 
ness evident in its consideration, the validity of its reasoning, its consistency with earlier 
and later pronouncements, and all those factors which give it power; to persuade, if 
lacking power to control.” As Professor Davis points out, supra note 46, this is quite 
different from the effect given to a legislative regulation issued by the same agency, if 
there is such power, since the latter regulation is binding upon the courts if proper pro- 
cedure is followed, if there is substantial evidence to support the order, and if it is within 
the agency’s statutory power. 

51 See note 37 supra. 

52 Cf. note 50 supra. 

53 See note 27 supra. 
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accept, as having much weight, the judgment of the Comptroller when sup- 
ported by valid reasoning.®* 

Since the Comptroller’s power, as granted to him under section N41- 
12.0(1), is limited as shown above, his authority is merely to interpret and 
administer the local law, not to extend it so as to include those transactions 
not intended to be covered by its terms. It would seem, therefore, that he is 
nowhere given the power to adopt /egislative rules and regulations. To allow 
a regulation or ruling that is merely interpretative of very doubtful statutory 
language to take the place of direct amendment of the statute itself is to in- 
vite continued uncertainty as to the coverage. 


6. ProposeD AMENDMENT 


It should be borne in mind that no combination of words can be devised 
to cover expressly every set of facts that may arise.** The very most that 
can be expected is general language broad enough on the one hand to embrace 
transactions intended to be taxed, and narrow enough on the other to avoid 
unnecessary uncertainty. 

The problem with which this note has been concerned involves transac- 
tions embracing a transfer of possession of tangible property which is not 
essential but merely incidental to the service of furnishing various types of 
information, or incidental to the right given to reproduce drawings, illustra- 
tions, paintings, etc. The acceptance °° by the New York City Department of 
Finance of the courts’ interpretations of the local tax law, in so far as these 
transactions are concerned, seems to indicate the desirability of amending the 
tax law to conform to these decisions. It is recommended to amend section 
N41-1.0(5) defining “a sale” so as to have it read: 


. . . Any transfer of title or possession or both, exchange or barter, license 
to use, license to consume, conditional or otherwise, in any manner or by any 
means whatsoever for a consideration, or any agreement therefor, and shall 
include rendering of any service specified in section N41-2.0 of this title; 
but shall not include a transfer of possession which is a mere incident to the 
right to reproduce and not especially required for that purpose, or a transfer 
of possession merely incidental to the primary purpose of rendition of a serv- 
ice and for which no additional charge is made over and above the charge for 
the service.** 


54 Cf. note 37 supra. 

55 “Even when a draftsman is at his best in visualizing existing rules of law and future 
possibilities, the courts are continually called upon to re-work what the ‘legislature’ said. 
The courts must sometimes expand the statutory language, sometimes they contract it 
or warp it, or even . . . break it down into workable units and . . . reconstruct a statu- 
tory edifice that is worthy of habitation... .” Britton, Bitts anp Notes, 628 (1943). 

56 Cf. the Comptroller’s various regulations, supra. 

57 The material underlined is the proposed amendment to the section advanced by the 
writer. Many of the states have sales tax statutes similar to that of New York City, as 
do some cities throughout the country. 

For example, the State of California has a sales tax imposed upon retailers selling 
tangible personal property at retail. The tax is imposed by Part 1, Division 2, Revenue 
and Taxation Code. Regulations interpreting and supplementing the law have been issued 
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7. CONCLUSION 


Upon the basis of the preceding survey of the case law, regulations, and 
rulings interpreting section N41-1.0(5), it has been shown that no transac- 
tion will be considered a “sale” of tangible personal property for the purpose 
of sales tax imposition where, according to the situation presented, one of the 
following factors is present: 

(1) When the transferor retains capacity to reacquire the property ; 

(2) When the primary nature of the transaction is the rendition of serv- 
ices, supplemented by delivery of property in the form of printed materials, 
and no charge is made for such printed matter separate and apart from the 
charge for the services ; 

(3) When the primary nature of the transaction is the rendition of serv- 
ices, supplemented by the delivery of property which is merely incidental to 
the services ; and 

(4) When there is given the right to reproduce an artistic creation, and 
the delivery of the tangible property is a mere incident to such right to repro- 
duce the property. 


by the State Board of Equalization. Section 6007 defines a “retail sale” or a “sale at 
retail” as “. ..a sale for any purpose other than resale in the regular course of busi- 
ness in the form of tangible personal property.” Section 6006(a) defines a “sale” to 
mean and include “Any transfer of title or possession, exchange, barter, lease, or rental, 
conditional or otherwise, in any manner or any means whatsoever, of tangible personal 
property for a consideration. “Transfer of possession,’ ‘lease,’ or ‘rental’ includes only 
transactions found by the State Board of Equalization to be in lieu of a transfer of title, 
exchange, or barter.” 

By adoption through reference, the ordinances of the Cities of Los Angeles and San 
Diego have enacted sales taxes like that of the above-quoted State of California tax. 
Ordinance No. 90,360, Sec. 21.199(d) (Los Angeles) ; Ordinance No. 3201, Sec. 10 (San 
Diego). Also see the “Purchase and Use Tax” of the City and County of San Francisco, 
Ordinance No. 4537 (Bill No. 4804), Sec. 5, which refers to a “purchase,” a “purchase 
at retail,” and a “retail purchase” rather than a “sale,” etc., as the other statutes do. 
Section 5 provides: “ ‘Purchase’ means any transfer of title, exchange, or barter, condi- 
tional or otherwise, in any manner or by any means whatsoever, of tangible personal 
property for a consideration. A transaction whereby the possession of property is trans- 
ferred but the seller retains the title as security for the payment of the price is also a 
purchase. A transfer for a consideration of tangible personal property which has been 
produced, fabricated, or printed to the special order of the customer, or of any publica- 
tion, is also a purchase. A ‘retail purchase’ or a ‘purchase at retail’ means a purchase 
for any purpose other than sale in the regular course of business in the form of tangible 
personal property. A purchase for resale shall be deemed to become a retail purchase, 
and subject to tax as such, when used or otherwise consumed by the purchaser.” 

For other state sales tax statutes, see Iowa Sales Tax, Iowa Cons, c. 442, §422.42 
(2),(3) (1946) ; Kansas Sales Tax, Kan. Gen. Strat. §79-3602; Maryland Retail Sales 
Tax Act, ANN. Cope Mb., art. 81, §259(£) ; Missouri Retail Sales Tax, Mo. Rev. Star. 
§11407(g) (1939); Ohio Sales Tax, Ohio Gen. Cope §5546-1; Tennessee Sales Tax, 
Laws of 1947, c. 3, §1328.2(b),(c) (1) ; Washington Retail Sales Tax, Remincton’s Rev. 
Stat. §§8370-5(c),(d), 8370-17(d) ; West Virginia Retail Sales Tax, W. Va. Cope 
art. 15, c. 11, §2; Wyoming Sales Tax, Laws of 1937, c. 102, §32-2502. 

For further illustrations of city sales tax statutes, see New Orleans Ordinance 
No. 15,201; Denver Ordinance No. 184. 
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In view of the fact that the interpretative regulations, although in accord 
in many instances with case law and embodying the above factors, do not have 
a binding effect, it is submitted that the enactment of the proposed amend- 
ment will afford to those involved a reliable “guide to their feet and lamp to 


their path.” 
—MeEtvin L. GLAUBERMAN * 


Income Tax Consequences of Abandonment and Involuntary Con- 
version of Real Estate. 


I. ABANDONMENT AS A MEANS OF ACHIEVING Loss DEDUCTION UNDER 
SECTION 23(e) 


A. MEANING OF THE CLOSED AND COMPLETED TRANSACTION REQUIREMENT 


The individual taxpayer owning real estate which has become worthless 
within the taxable year may, under certain conditions, avail himself of the 
provisions of section 23(e) of the Code to achieve a loss deduction from gross 
income. This section is as follows: 


Sec. 23. DEDUCTIONS FROM Gross INCOME. 


(e) Losses by individuals.—In the case of an individual, losses sustained dur- 
ing the taxable year and not compensated for by insurance or otherwise— 

(1) if incurred in trade or business ; or 

(2) if incurred in any transaction entered into for profit, though not con- 
nected with the trade or business; or 

(3) of property not connected with the trade or business, if the loss arises 
from fires, storm, shipwreck, or other, casualty, or from theft. No loss shall 
be allowed as a deduction under this paragraph if at the time of filing the 
return such loss has been claimed as a deduction for estate tax purposes in 
the estate tax return.* 


Section 23(e) (3) not being applicable to the abandonment situation, we 
may conclude that for the individual successfully to claim a deduction upon 
abandonment of real estate, the latter must either have been used in the indi- 
vidual’s trade or business or have been acquired by him in a transaction entered 
into for profit. 

As to corporations, the applicable section permits the deduction of “losses 
sustained during the taxable year and not compensated for by insurance or 
otherwise.” 2? Section 29.23(e)-1, pertaining specifically to individuals but 
applicable to corporations as well by virtue of a provision of section 29.23(f)-1, 
states that “. . . losses for which an amount may be deducted from gross in- 
come must be evidenced by closed and completed transactions, fixed by identi- 
fiable events, bona fide and actually sustained during the taxable period for 
which allowed.” 

In the recent case of Louisiana Land and Exploration Company v. Com- 


*LL.B., Harvard Law School, 1951; A.B., Brooklyn College, 1948. 
1T.R.C. §23(e). 
2T.R.C. §23(d). 
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missioner,® the Court of Appeals for the Fifth Circuit held that in the case 
of real estate “the closed and completed transaction” must be either a transfer 
of the real estate from the owner or his abandonment thereof. In this case the 
owner of the fee simple of a piece of land was attempting to deduct the portion 
of the value of the land allocable to the mineral rights proved worthless, and 
the Court stated that to permit this deduction would be to permit it for a 
mere shrinkage in value. Thus this decision appears to be clearly distinguish- 
able from the seemingly contrary opinion of the Court of Appeals for the 
Second Circuit in Hoffman v. Commissioner,* wherein the Court, permitting 
deduction for worthless property even though the title was still retained by 
the taxpayers, held that the statute does not make either abandonment or loss 
of title a condition precedent to the allowance of a deduction for loss, but 
that evidence of abandonment is material to show that a complete and 
permanent loss has occurred. 

It is submitted that the latter Court ignored the “closed and completed 
transaction” requirement of the regulations and that the correctness of the 
decision in Louisiana Land and Exploration Company v. Commissioner * will 
be demonstrated infra. 


B. ELEMENTS OF ABANDONMENT 


If in the absence of a transfer of the real estate an abandonment is necessary 
to meet the closed and completed transaction requirement, we must now 
determine what constitutes an abandonment. The cases °® indicate that there 
are two elements in an abandonment; a complete elimination of value in the 
taxpayer’s interest in the property in the taxable year, and a specific act of 
abandonment in the same year ; and that if either of these is not present the 
loss is not deductible. The burden is placed upon the taxpayer to prove their 
existence.” 

1. Complete extinguishment of value within the taxable year. While it is 
absolutely essential for the allowance of the deduction for the court to find 
that the value of the property has been completely extinguished within the 
taxable year,* the test as to complete extinguishment is held to be one of 
reasonableness.’ It is clear, however, that a mere shrinkage in value is not 


3 47-1 USTC 9266, 161 F.2d 842 (5th Cir. 1947). 

441-1 USTC 9280, 117 F.2d 987 (2d Cir. 1939). 

5 Supra note 3. 

6 Comm’r v. Abramson, 42-1 USTC 9200, 124 F.2d 416 (2d Cir. 1942); Comm’r v. 
McCarthy, 42-2 USTC 9586, 129 F.2d 84 (7th Cir. 1942) ; Virginia Electric and Power 
Co. v. Early, 43-2 USTC 9613, 52 F. Supp. 835 (E.D.Va. 1943) ; Langdon-Warren 
Mines, Inc. v. Reynolds, 43-2 USTC 9534, 52 F. Supp. 512 (D. Minn. 1943). 

7 Langdon-Warren Mines, Inc. v. Reynolds, supra note 6; Ridge Road Inv. Corp., 
3 TCM 197 (1944). 

8 Cases cited supra note 6. 

9 Murbridge Holding Corp., P-H B.T.A. Mem. Dec. 40,267. (No reasonable pros- 
pect that petitioner’s worthless land would ever have any value in the future); C. C. 
Harmon, 1 T.C. 40 (1942) (evidence as to geological structure in the neighborhood of 
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sufficient.*° For example, an owner of land cannot deduct the portion of the 
value of realty allocable to the mineral rights,“ nor can the owner of land 
be permitted a deduction for shrinkage in market value of the surface rights 
in land which has become impregnated with oil and salt water from oil wells 
drilled thereon and still in operation.’” 

The taxpayer’s appraisal is but one of the factors to be considered by the 
court in the ultimate determination of value or the lack of value in a given 
tax year of property claimed to have been abandoned therein.** There are 
several other factors which appear in varying combinations in the cases. 
They are not all of equal weight as proof of worthlessness, and it would seem 
that the court will decide on the facts of each case whether all the evidence 
submitted constitutes sufficient proof. 

Seemingly, in view of its existence in most '* of the cases, the most im- 
portant factor is proof that the encumbrances total more than the value of the 
land. The second most important factor appears to be the refusal by taxpayer 
to pay the taxes when he is financially able to do so.° Rhodes v. Commis- 
sioner,® decided by the Court of Appeals for the Sixth Circuit in 1939, held 
that a tax sale of property, standing alone, was not an identifiable event show- 
ing its worthlessness to the owner in the year of the sale, but that if the tax- 
payer was financially able to pay the taxes and refused to do so, the loss was 
of weight along with other evidence as to the time the loss became fixed. 
The case has been cited for this proposition since 1939 on several different 
occasions.** 


taxpayer’s properties indicated there was little probability that oil or gas would ever be 
produced from taxpayer’s properties in commercial quantities) ; Chaparral Oil Co., 43 
B.T.A. 457 (1941) (not necessary for a taxpayer to establish complete and total loss 
beyond the possibility of any recoupment). 

10 Coalinga-Mohawk Oil Co. v. Comm’r, 3 USTC 1084, 64 F.2d 262 (9th Cir. 1933), 
cert. denied, 290 U.S. 637 (1933) ; cases cited infra note 11. Contra: Colorado and Utah 
Coal Co., 26 B.T.A. 588 (1932) (deduction allowed for “abandonment” of an unprofitable 
seam of coal below a profitable seam on the same land). 

11 Roy Nichols, 17 B.T.A. 580 (1929); Louisiana Land and Exploration Co. v. 
Comm’r, supra note 3. 

12 Pugh v. Comm’r, 1931 CCH 9280, 49 F.2d 76 (1931), cert. denied, 284 U.S. 642 
(1931). 

13 Superior Coal Co. v. Comm’r, 44-2 USTC 9541, 145 F.2d 597 (7th Cir. 1944), 
cert. denied, 324 U.S. 864 (1945). 

14 See, e.g., Hoffman v. Comm’r, 40 B.T.A. 459, (1939), aff'd per curiam, 41-1 USTC 
99280, 117 F.2d 987 (2d Cir. 1939) (deduction allowed) ; Intercounty Operating Corp., 
4 T.C. 55 (1944) (deduction allowed) ; Morton L. Kahn and Beaulah Kahn, 44 B.T.A. 
84 (1941) (deduction disallowed because the mortgage first exceeded the value several 
years previously) ; Helvering v. Alice V. Gordon, 43-1 USTC [9376, 134 F.2d 685 
(4th Cir. 1943) (deduction allowed) ; Ridge Road Investment Corp., supra note 7 (de- 
duction disallowed because liens had exceeded value for several years) ; Bulkley Build- 
ing Co., 1 TCM 528 (1943) (deduction allowed). 

15 Rhodes v. Comm’r, 39-1 USTC 79256, 100 F.2d 966 (6th Cir. 1939); Comm’r v. 
Peterman, 118 F.2d 973 (9th Cir. 1941) ; Bickerstaff v. Comm’r, 42-2 USTC 9504, 128 
F.2d 366 (Sth Cir. 1942) ; Bulkley Building Co., supra note 14. 

16 Supra note 15. 

17 See, e.g., cases cited supra note 15, following Rhodes v. Comm’r. 
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Other factors considered significant in proving worthlessness are: (1) 
attempting to sell the property until the taxable year involved;** (2) an 
increase in operating expenses;?*° (3) pollution of oyster leases from in- 
dustrial wastes ; °° (4) the fact that the taxpayer was personally liable on a 
mortgage not foreclosed until a subsequent year;*4 and (5) in the special 
case of an oil lease, the fact that dry holes had been drilled on surrounding 
land.*? 

As indicated above, there can be no advance assurance that the Tax Court 
will consider any one of these factors sufficient in itself to prove the complete 
loss of value. It will in each case simply consider such factors together with 
the other evidence, and make its own determination that the value has or has 
not become extinguished. Evidence to the effect that for some other reason, 
such as the fact that restrictive convenants on the property have been lifted,?* 
there has been actually an increase in value during the taxable year, or in the 
case of an oil lease, evidence to the effect that the taxpayer has contracted to 
have another test well drilled,2* may well prevent the allowance of deduction 
by showing that there has not in fact been a complete extinguishment of value. 

2. The identifiable event to prove abandonment within the taxable year. As 
indicated above the second requirement for an abandonment is an identifiable 
event occurring within the taxable year. The burden is placed upon the tax- 
payer to prove a specific act of abandonment.”® Here again, like the factors 
tending to prove worthlessness, there is difficulty in making a statement that 
any one of these specific acts in itself will be sufficient to constitute an identi- 
fiable event. The decisions ** are not at all clear as to just which is considered 
most important and, in fact, one might assume that some of the factors tend- 
ing to prove loss of value are considered by the courts as constituting the 
identifiable event proving abandonment. 

The following acts appear in various combinations in the cases and are 
quite significant: (1) refusing to make further payments of indebtedness 
and/or taxes;*" (2) vacating the mortgaged premises and leasing other 


18 Murbridge Holding Corp., supra note 9 (deduction allowed) ; Temple Laundry Co. 
P-H B.T.A. Mem. Dec. 42,1515 (deduction allowed). But cf. Superior Coal Co. v. 
Comm’r, supra note 13 (deduction disallowed, the Tax Court’s finding that the property 
became worthless prior to 1939 being upheld under the rule in the Dolson case). 

19 Helvering v. Alice V. Gordon, supra note 14. 

20 Henry C. Rowe, 19 B.T.A. 906 (1930) (deduction allowed). 

21Comm’r v. Green, 42-1 USTC 19277, 126 F.2d 70 (3d Cir. 1942) (held that until 
the foreclosure sale the property continued to have some value which, when determined 
by the sale, bore directly upon taxpayer’s liability for a deficiency judgment). 

22 Chaparral Oil Co., supra note 9; C. C. Hermon, supra note 9; Harvey A. and Mary 
A. Heller, 1 T.C. 222 (1942). 

23 Harriss v. Comm’r, 44-2 USTC {9363, 143 F.2d 279 (2d Cir. 1944). 

24 A. T. Jergens Trust Co., 22 B.T.A. 551 (1931). 

25 Cases cited supra note 7. 

26 Cases cited infra notes 27, 28, 29, 30, 31, 32, and 33. 

27 Rhodes v. Comm’r, supra note 15; Hoffman v. Comm’r, supra note 14; Murbridge 
Holding Corp., supra note 9. i 
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quarters ;** (3) attempting to deed the mortgaged premises to the taxing 
authority or mortgagee; *° (4) giving up all control of the premises; *° (5) 
cancelling all insurance and public utility contracts; ** (6) having a lease 
cancelled ; ** and (7) charging off the loss on taxpayer’s books.** 

The cases ** present some special problems in regard to the year in which 
the abandonment actually occurred. Perhaps the most important of these 
resulted from retention of title to property which the taxpayer alleged he had 
abandoned. The early rule to the effect that there could be no abandonment so 
long as title was retained, was set out in the Appeal of A. J. Schwarzler Co.** 
by the Board of Tax Appeals in 1926. The taxpayer was a corporation en- 
gaged in buying real estate in New York City, erecting apartment and store 
buildings thereon, and selling them. In 1919, there being accumulated liens 
for taxes, assessments, and interest against certain of its lots in excess of the 
market value, the corporation attempted to abandon these lots and charged 
off on its books the cost of the lots and of a foundation wall thereon. The 
Board held: 


It is well settled that title to real property cannot be lost by abandonment 
alone. . . . It may be that the equity of the taxpayer in the unsold lots was 
of little value because of the accumulated taxes, but we think that a loss is 
sustained, within the meaning of the law, only when it is a realized loss and 
is evidenced by a completed and closed transaction. . ... We are therefore of 
the opinion that a taxpayer may not deduct as a loss the cost of real estate 
and improvements, the title to which it retains.*® 


This rule, however, continued for only a little more than six years. In 1932 
the Court of Appeals in the case of Denman, Adm’r v. Brumback *" affirmed 


28 Temple Laundry Co., supra note 18. 

29 Murbridge Holding Corp., supra note 9 (deed given to the mortgagee) ; Frederick 
S. Jackson, P-H B.T.A. Mem. Dec. {[41,131. (Taxpayer merely offered to deed the 
property to the mortgagee, who refused it); Bickerstaff vy. Comm’r, supra note 15 
(executed an instrument ineffective to pass title to the tax collector under local law, but 
purporting to do so) ; Jamison v. Comm’r, 8 T.C. 173 (1947) (taxpayer delivered a deed 
to certain lots to the city reciting a consideration of one dollar, which was not paid) ; 
cf. Comm’r v. Abramson, supra note 6 (no act of abandonment was proved by mere offer 
to assign rents and to give a voluntary deed to the mortgagee, where there was no 
showing that taxpayers did not continue to collect rents until a receiver in foreclosure 
was appointed the following year). 

80 Murbridge Holding Corp., supra note 9; Intercounty Operating Corp., supra note 14. 

81 Hoffman v. Comm’r, supra note 14. 

82 Henry C. Rowe, supra note 20 (lessee cancelled leases to oyster beds, which had 
become unprofitable to operate because of pollution). 

88 Denman, Adm’r v. Brumback, 3 USTC 931, 58 F.2d 128 (6th Cir. 1932) ; Rhodes v. 
Comm’r, supra note 15; Murbridge Holding Corp, supra note 9; Intercounty Operating 
Corp., supra note 14; Bulkley Building Co., supra note 14; cf. Comm’r v. Peterman, 
supra note 15 (adjustment of book entries held significant, but the fact that it had been 
preceded by a tax sale in same year made it a capital loss). 

84 Cases cited infra notes 35, 37, 41, 43, 44, 45, 46, 47, and 48. 

35 3 B.T.A. 535 (1926). 

36 Td. at 538, 539. 

87 Supra note 33. 
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a lower court decision that the taxpayer could deduct as an abandonment for 
1922, the cost of land which had become worthless and was charged off the 
books in that year, even though title was not divested until 1926. The Com- 
missioner had disallowed the deduction in reliance upon Appeal of A. J. 
Schwarzler and upon the provision in the regulations that losses incurred in 
any transaction entered into for profit must be evidenced by a closed and 
completed transaction. In rejecting the Commissioner’s argument and thus 
overruling Appeal of A. J. Schwarzler, the Court relied upon Lucas v. 
American Code Co.*® and United States v. White Dental Co.,*° to the effect 
that the test should be a practical and not a legal one. “We see no distinction 
in law between a loss suffered on real estate from one suffered on personal 
property if and when value becomes ‘finally extinct’. . . . That there may be 
abandonment of real estate in a very practical sense, even though divesting of 
legal title does not result, we have little doubt.” *° This case has set the pattern 
for the subsequent decisions, which have in general followed the rule.’ It is 
also held applicable to leases.*? 

Other problems relating to the year in which the abandonment occurred 
are posed by cases which have denied the deduction to the taxpayer until a 
subsequent year as, for example: (1) where the taxpayer was personally 
liable on a mortgage which was not foreclosed until a subsequent year ; ** 
(2) where one joint owner attempted to abandon a year before the other 
and the mortgage was not foreclosed until the latter year ;** and (3) where 
the property was sold for taxes, it being held that the taxpayer had not 
abandoned until the close of the one-year redemption period even though he 
wrote the tax collector that he did not intend to redeem.*® 

In the following situations the deduction was not allowed because the evi- 
dence indicated the actual abandonment had occurred in a prior year: (1) 
where mines were shut down and permitted to fill up with water in years 
1931 to 1933, a resolution of the board of directors of the taxpaying corpora- 
tion was ineffective to permit deduction in 1936;4* (2) continuing to pay 


38 280 U.S. 445, 50 Sup. Ct. 202, 74 L. ed. 538 (1930). 

39 274 U.S. 398, 47 Sup. Ct. 598, 71 L. ed. 1120 (1927). 

40 Denman, Adm’r v. Brumback, supra note 33, 58 F.2d 128 at 129-130. 

41 Rhodes vy. Comm’r, supra note 15; Hoffman v. Comm’r, supra note 14; Murbridge 
Holding Corp., supra note 9; Frederick S. Jackson, supra note 29 (relied upon Hoffman 
v. Comm’r) ; Whitacre-Greer Fireproofing Co., (relied upon Denman, Adm’r v. Brum- 
back and Hoffman v. Comm’r) ; Bickerstaff v. Comm’r, supra note 15 (relied upon Hoff- 
man v. Comm’r) ; Temple Laundry Co., supra note 18 (relied upon Denman v. Brumback 
and Bickerstaff v. Comm’r) ; Langdon-Warren Mines, Inc. v. Reynolds, supra note 6 (re- 
lied upon Bickerstaff v. Comm’r) ; Intercounty Operating Corp., supra note 14; Bulkley 
Building Co., supra note 14. 

42 See, e.g., Colton v. Helvering, 68 F.2d 436 (D.C. Cir. 1933) (although the lease 
did not terminate until 1927, loss on abandonment in 1926 held deductible in that year). 

48 Harriss v. Comm’r, supra note 23. 

44 EF, G. Mueller, P-H B.T.A. Mem. Dec. {41,586. 

45 Blair, 5 TCM 736 (1946); cf. Comm’r v. Peterman, supra note 15 (deduction in 
year of tax sale permitted in view of lack of definite statutory period of redemption). 
Contra: Bickerstaff v. Comm’r, supra note 15. 

46 Whitacre-Greer Fireproofing Co., supra note 41. 
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local taxes and attempting to sell the property until 1939, held insufficient 
to permit deduction in that year in view of taxpayer’s intent not to operate 
the mines after 1931; 47 (3) settlement of advances made by another joint- 
venturer and writing the investment off the books in 1936 held insufficient 
proof of abandonment in that year in view of evidence that even in 1935 the 
property could not be operated profitably.** 

The fact that a taxpayer recovers a small part of a loss in a year subsequent 
to the year of abandonment does not invalidate its deduction in the year 
abandoned, when its deduction was based on the exercise of reasonable in- 
ference from the facts then known.*® 


B. Orpinary Loss or Capita Loss? 


The decision of the Supreme Court of the United States in Helvering v. 
Hammel © in 1941 made it very clear that a taxpayer’s loss resulting from a 
foreclosure sale of property encumbered by a mortgage on which he was 
personally liable, was not deductible in full as an ordinary loss but was a 
capital loss deductible only to the limited extent provided by section 117(d), 
since that section applies to forced sales as well as to voluntary sales. In 
view of this decision and that of the Court of Appeals for the Third Circuit 
in Commissioner v. Green,** to the effect that where a taxpayer is personally 
liable for the mortgage debt on his property he cannot abandon it prior to the 
foreclosure sale, it appears that once a person becomes personally liable on a 
mortgage he forever precludes himself from abandoning the property and 
obtaining an ordinary loss deduction so long as the mortgage debt remains 
unsatisfied. 

Even though the taxpayer is not personally liable for the mortgage debt, if 
his loss results from a foreclosure sale and not from abandonment, his loss 
on the “sale” is a capital one and not an ordinary loss.5? However, if the tax- 
payer who is not personally liable is vigilant and abandons the property prior 
to the foreclosure sale, he sustains an ordinary loss and is permitted to deduct 
it in full.®* 

The same general rules apply where the property is encumbered by taxes. 


47 Superior Coal Co. v. Comm’r, supra note 13. But cf. Murbridge Holding Corp., 
supra note 9 (deduction allowed in 1935 where petitioner was trying to sell the prop- 
erty and was exercising dominion and control over it up to 1935, and was not merely 
trying to shift its loss to that particular year for income tax purposes). 

48 Sterling Midland Coal Co., 1 TCM 388 (1943). 

49 Rhodes v. Comm’r, supra note 15 (loss allowed in 1927 even though taxpayer in 
1928 received an unsolicited offer and sold the property for one-twentieth of the pur- 
chase price) ; Chaparral Oil Co., supra note 9 (small recoupment by way of rental and 
a small royalty on a lease). 

50 311 U.S. 504 (1941). 

51 Supra note 21. 

52 Comm’r v. Abramson, supra note 6. 

53 Hoffman v. Comm’r, supra note 14; Frederick S. Jackson, supra note 29; James B. 
Lapsley, 44 B.T.A. 1105 (1941) (the identifiable event consisted of deeding the property 
to the mortgagee without consideration). 
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In its decision in Helvering v. Nebraska Bridge Supply and Lumber Co.** the 
Supreme Court, relying upon its decision in Helvering v. Hammel, established 
that the loss resulting to the taxpayer from a tax sale of his property was a 
capital loss and not an ordinary one. This decision was followed very closely 
by that of the Court of Appeals for the Ninth Circuit in Commissioner v. 
Peterman,®* wherein it was held that neither consent of the taxpayer nor con- 
sideration passing to the taxpayer was essential to a “sale” within section 117 
of the Internal Revenue Code. 

On the other hand, where the taxpayer abandons the property before the 
tax sale takes place, he is permitted an ordinary loss deduction °° even though 
the specific act by which the taxpayer abandoned was that of deeding the 
property to the state.*’ 


II. INVOLUNTARY CONVERSIONS OF REAL ESTATE 


A. Wuat Is AN INVOLUNTARY CONVERSION WITHIN THE PROVISIONS OF 
Section 112(f)? 


Section 112(f) of the Internal Revenue Code is as follows: 


INVOLUTIONARY CONVERSIONS. If property (as a result of its destruction in 
whole or in part, theft, seizure, or an exercise of the power of requisition or 
condemnation, or the threat or imminence thereof) is compulsorily or involun- 
tarily converted into property similar or related in service or use to the 
property so converted, or into money which is forthwith in good faith, under 
regulations prescribed by the Commissioner with the approval of the Secre- 
tary, expended in the acquisition of other property similar or related in service 
or use to the property so converted, or in the acquisition of control of a cor- 
poration owning such other property, or in the establishment of a replacement 
fund, no gain shall be recognized, but loss shall be recognized. If any part of 
the money is not so expended, the gain, if any, shall be recognized to the 
extent of the money which is not so expended (regardless of whether such 
money is received in one or more taxable years and regardless of whether 
or not the money which is not so expended constitutes gain) .°* 


This section states very explicitly what is meant by a compulsory or in- 
voluntary conversion. In addition to the ordinary case of destruction, where 
the question is whether the owner of the property himself has forthwith 
expended proceeds in the acquisition of other property similar or related in 
service or use,®® the section has been held applicable also to a lessor, where 
under the terms of a lease the lessee has expended insurance proceeds in 
replacing destroyed property. In 1929 the Board of Tax Appeals held: 


If we consider that the purpose of Congress was to withdraw property used 
to replace involuntarily converted property from the scope of the Revenue 


5441-1 USTC 9361, 313 U.S. 598 (1941). 

55 Supra note 15. 

56 Bickerstaff v. Comm’r, supra note 15. 

57 Jamison v. Comm’r, supra note 29. 

58 T.R.C. §112(f). 

59 See, e.g., cases cited infra notes 61, 71, 72 and 73. 
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Act, making it not subject to gain or loss where, as here, the entire amount 
received was reinvested, we must hold that William P. Adams (the lessor) did 
not realize a gain in the amount of depreciation allowed on the building which 
was burned. We do consider that to have been the purpose of Congress and 
we so hold.® 


Another early case held that a taxpayer, who had separately insured ma- 
terials, buildings, and machinery, the liability for each being separately 
adjusted so that he sustained a loss on buildings and realized a gain upon 
materials and machinery, could apply the corresponding section of the 1921 
Act to the gain from the machinery and at the same time deduct the loss on 
the buildings if the funds were kept separate.* 

The seizure provision has been held applicable to property seized by the 
Alien Property Custodian under section 24(d) of Trading with the Enemy 
Act 

An example of what is meant by the phrase “or the threat or imminence 
thereof” in the section is the 1932 decision of the Board in Axtell Company,* 
to the effect that gain realized upon a sale of the Company’s land to the Texas 
and Pacific Railway Co. resulting from a threat of condemnation, was within 
the exemption where forthwith used in erecting buildings related in use to the 
land sold. 

The section is applicable to gain on property used for residential or farming 
purposes.* 

There has been some difference of opinion as to whether the proceeds of 
use and occupancy insurance were proceeds of an involuntary conversion of 
property. An early case ® held that they were where the compensation was 
based on a fixed amount per day regardless of profits. Another case ® held 
that use and occupancy is a property right subject to the involuntary conver- 
sion exemption provisions. But where the use and occupancy insurance policy 
provides for compensation to be paid in lieu of earnings rather than for the 
loss of the use and occupancy of property, the rule is that the proceeds of 
such insurance are not subject to the involuntary conversion provisions of 
section 112(f).% 

Other situations to which the section has been held not applicable are: (1) 
an ordinary foreclosure sale; ** (2) a sale of property by a taxpayer at the 


60 Adams, 16 B.T.A. 497, 501 Nonacgq. (1929). 

61 International Boiler Works Co., 3 B.T.A. 283 Acq. (1926). 

62 G,.C.M. 3805, VII-1 Cum. Butt. 217 (1928); I.T. 2412, VII-1 Cum. Butt. 219 
(1928). 

68 1928-1932 P-H B.T.A. Mem. Dec. 32,257. 

64O.D. 513, 2 Cum. Buty. 78 (1920); Reg. 111, Sec. 29.112 (£)-1. 

65 Piedmont Mt-Airy Guano Co., 3 B.T.A. 1009 Acq. (1926). 

66 Flaxlinum Insulating Co., 5 B.T.A. 676 Acq. (1926). 

67 O.D. 645, 3 Cum. Butz. 89 (1921) ; International Boiler Works Co., supra note 61; 
Miller v. Hocking Glass Co., 35-2 USTC {9671, 80 F.2d 436 (1935), cert. denied, 298 
U.S. 659 (1936). 

68 Cooperative Publishing Co. v. Comm’r, 40-2 USTC 9823, 115 F.2d 1017 (9th Cir. 
1940). 
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insistence of the local chamber of commerce for the purpose of holding the 
good-will of the community by allowing a new industry to acquire the loca- 
tion ;®° and (3) fire loss on a residence.”° In the last case, which occurred 
before the 1942 amendment specifically permitting recognition of loss, the 
Board allowed a deduction for the excess of cost basis over insurance pro- 
ceeds, holding that in view of the fact that the part of the taxpayer’s property 
in the destroyed residence not compensated for by insurance was not com- 
pulsorily converted into money, it did not come within the provisions of this 
section. 


B. DETERMINATION OF THE GAIN FROM INVOLUTIONARY CONVERSIONS 


In view of the provisions that “if any part of the money is not so expended, 
the gain, if any, shall be recognized to the extent of the money not so ex- 
pended . . .,” it becomes necessary to give some consideration to how such 
gain is determined and to what extent it is taxable. 

As to the receipt of fire insurance proceeds upon the destruction of in- 
sured property, where such proceeds are not forthwith expended in the 
acquisition of other property similar or related in service or use, the general 
rule given in the case of Helvering v. William Flaccus Oak Leather Co.™ in 
1941 by the Supreme Court, and followed by the Tax Court in 1944 in Con- 
tinental Realty Co.,"* is that the excess of insurance proceeds over the de- 
preciated cost is taxable gain. 

The Flaccus case held also, in agreement with the Court of Appeals for the 
District of Columbia in the earlier case of Herder v. Helvering,™ that the 
amount so determined must be reported as an item of ordinary gross income 
rather than capital gain. The late Justice Murphy, in arriving at this decision, 
reasoned that destruction of property and receipt of insurance indemnity was 
clearly not a sale, that it could not be considered an exchange because there 
were no reciprocal transfers of capital assets, and that the mere fact that 
section 112(f) characterized it as an involuntary conversion did not establish 
it as a sale or exchange. He went on to state that whatever inference might 
be obtained from the fact that this section follows sections 111(c) and 
112(a), both of which relate to recognition of gain or loss from a sale or 
exchange, was adequately refuted by the fact that in certain other sections of 
the same Act Congress had expressly classified as sales or exchanges certain 
other transactions which, although bearing even more resemblance to sales 
or exchanges than this type of involuntary conversion, would not ordinarily 
be described by one of those terms. 

This decision and that of Herder v. Helvering both covered years prior to 
1942. In years beginning after December 31, 1941, the governing law is 


69 The Davis Co., 6 B.T.A. 281 Acq. (1927). 

70 Francis M. Bass, 30 B.T.A. 4 Nonacq. (1934). 
7141-1 U.S.T.C. 99427, 313 U.S. 247 (1941). 

723 TCM 27 (1944). 

73106 F.2d 155 (D.C. Cir. 1939). 
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section 117(j),7* which became effective after that date. By this section the 
recognized gains from the compulsory or involuntary conversion of property 
used in the trade or business (which means “property used in the trade or 
business, of a character which is subject to the allowance for depreciation 
provided in section 23(1), held for more than six months, and real property 
used in the trade or business, held for more than six months, which is not 
(A) property of a kind which would properly be includible in the inventory 
of the taxpayer if on hand at the close of the taxable year, or (B) property 
held by the taxpayer primarily for sale to customers in the ordinary course 
of his trade or business or (C) a copyright, a literary, musical, or artistic 
composition, or similar property, held by a taxpayer described in subsection 
(a)(1)(c),”) * and of capital assets held for more than six months are com- 
bined with the gains and losses upon sales or exchanges of property used in 
the trade or business, and if there is a net gain, it is capital gain, while if there 
is a net loss, it is an ordinary loss. 

This section applies to condemnation proceedings and sales made because 
of threats or imminence of condemnation as well, since they also are involun- 
tary conversions. However, even before this section was added the gains or 
losses thus realized were held to be capital gains or losses,”* since they in- 
volved exchanges. 

The first consideration here in determining the gain or loss relates to just 
what is to be included within the condemnation award. The regulations *? and 
the cases ** are in agreement to the effect that the amount retained out of the 
award by the condemning authority to satisfy liens and mortgages against the 
property should be included in determining the amount of the award. As to 
interest on the award for the period between the date of condemnation and 
the date of payment, prior to the decision of the Supreme Court in Kieselbach 
v. Commissioner,"® the decisions *° were in conflict. In that case the problem 
was resolved by a holding that such interest was not a part of the award entitled 
to be considered as capital gain but was ordinary income. Attorney’s fees ** 
and other expenses in connection with the condemnation proceedings * are 
deductible from the award. 


74T.R.C. §117(j). 

75 Ibid. 

76 See, e.g., Seaside Improvement Co. v. Comm’r, 39-2 USTC 719620, 105 F.2d 990 (2d 
Cir. 1939) ; Appleby Estate, 41 B.T.A. 18 (1940). 

77 Reg. 111, Sec. 29.112(f£)-1. 

78 Washington Market Co., 25 B.T.A. 576 Acq. (1932); G.C.M. 5302, VIII-1 Cum. 
Butt. 197 (1929). 

79 43-1 USTC 79220; 317 U.S. 399 (1943). 

80 Pioneer Real Estate Co., 47 B.T.A 886 (1942) (interest held not to be ordinary 
income) ; Appleby Estate, supra note 76 (not ordinary income); Seaside Improvement 
Co. v. Comm’r, supra note 76 (interest should be considered a part of the compensation 
award) ; John J. Bliss, 27 B.T.A. 803 (1933) (sustained the Commissioner in his deter- 
mination that the interest was ordinary income). 

81 Mary W. T. Connally, 32 B.T.A. 920 Acq. (1935). 

82 Washington Market Co., supra note 78; Pioneer Real Estate Co., supra note 80. 
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The determination of the net gain from condemnation proceedings is often 
complicated by either the levying of a special improvement assessment upon, 
or the granting of an award for severance damages to, the property retained. 
It is even more complicated when both factors are present. 

Where there is a special assessment but no severance damages, the rule is 
that the special assessment must be subtracted from the award and only the 
net amount received is gross income.** The fact that the payment of the 
assessment by the petitioner was postponed is immaterial.** However, pay- 
ments for assessments for benefits attributable to other, unrelated projects 
completed in prior years are not deductible from an award in a subsequent 
condemnation proceeding.*® From the net award remaining, the portion of 
the cost basis allocable to the condemned portion of the property will then be 
subtracted to determine gain.*® If the assessment exceeds the award, the 
excess is capitalized by adding it to the basis of the property retained.*’ 

Where there is an award for severance damages to the property retained 
but no special assessment, the severance damages should be applied against 
and in reduction of the basis for the retained property rather than added to 
the gain upon the property taken.** If the award for severance damages 
exceeds the basis of the retained property, then such excess will be added to 
the award for the property taken.*® However, the condemnation award itself 
must contain the separation into award for property taken and award for 
severance damages, and a taxpayer upon whom the burden of proof falls 
cannot prove such separation by a real estate expert’s testimony based upon 
his own mathematical formula.®® Even where a part of the award represents 
severance damages to the retained property, the taxpayer must prove the basis 
of the property condemned to avoid being taxed on the whole award.* 

Where both special assessments and severance damages were present, the 
Commissioner’s early position, as shown in Christian Ganahl Co.,°? was that 
the severance damages should be deducted from the basis of the retained 
property and should not be included as taxable gain unless there was an 
excess of severance damage over basis, in which case such excess would be 
considered taxable gain. Assessments were to be deducted from the award for 
property taken, so that this method of computing gain was merely a combi- 
nation of the two separate methods set out above. However, the Board of 
Tax Appeals in this case held that the proper method of computation was to 


83 Carrano v. Comm’r, 4 USTC 11268, 70 F.2d 319 (2d Cir. 1934) ; Wolf v. Comm’r, 
35-2 USTC 99371, 77 F.2d 455 (9th Cir. 1935) ; Christian Ganahl Co. v. Comm’r, 37-2 
USTC 99410, 91 F.2d 343 (1937), cert. denied, 302 U.S. 748 (1937). 

84 Income Syndicate, Inc., 37 B.T.A. 926 Acq. (1938). 

85 Langley Collyer, 38 B.T.A. 106 Acq. (1938). 

86 1948 CCH II-3122. 

87 Ibid. 

88 Pioneer Real Estate Co., supra note 80. 

89 1948 CCH II-3122. 

90 Appleby Estate, supra note 76. 

91 George A. Spencer, 33 B.T.A. 936 (1936). 

92 Supra note 81. 
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include in income all amounts received (award for property taken and sever- 
ance damages) and to deduct from this total the assessments paid plus the 
basis for the property condemned.** This, of course, gave a different net 
result, in that in every case the severance damages were to be thrown into the 
hopper as realized gain, while by the Commissioner’s method only the amount 
by which the severance damages exceeded the basis for retained property was 
to be added to the realized gain. 

In 1938 G.C.M. 20322 ** adopted the rule reached in Christian Ganahl Co. 
and Calvin C. Green,® stating that the results should be calculated as an 
entirety. However, in 1942 the Board, in Pioneer Real Estate Co.,°* where 
there was an award for severance damages but no special assessment, dis- 
tinguished the Green case on the ground that the rule given therein was valid 
only where, as in that case, the assessments were greater than the severance 
damages. 

In 1943 G.C.M. 23698 * was issued, seemingly based on the reasoning of 
Pioneer Real Estate Co., which gives a far more equitable rule to the taxpayer. 
This is to the effect that the assessments should be applied first against the 
severance damages award and, if the former exceeds the latter, the excess 
should be deducted from the award for property taken; if, however, the 
severance damages exceed the assessments, that excess is to be applied against 
the basis of the retained property. If this excess in itself exceeds that basis, 
then the excess there determined will be added to the award for property 
taken as gain. In any case, the portion of the basis allocable to the property 
taken is to be subtracted to get the net gain. If, on the other hand, the total 
of the assessments is greater than the total of the awards for the property 
taken and for severance damages, the taxpayer has received no gain and the 
excess of the assessment over the awards will be added to the basis of the 
property retained. 

The net gain from a condemnation award is not taxable until the amount 
has become certain.** But once it has become certain, it is taxable in that year 
even though payment is not received until a later year, where the taxpayer is 
on the accrual basis.*° 


C. AvompANCE OF GAIN RECOGNITION By CompLy1NG WitTH Section 112(f) 


Section 112(f) provides that no gain shall be recognized where property 
has been “. . . compulsorily or involuntarily converted into property similar 
or related in service or use to the property so converted, or into money which 
is forthwith in good faith . . . expended in the acquisition of other property 


98 Christian Ganahl Co., supra note 81, followed Calvin C. Green, 37 B.T.A. 25 (1938). 

94 1938-2 Cum. Butt. 167. 

95 Supra note 91. 

96 Supra note 80. 

97 1943 Cum. Butt. 340. 

98 McGuirl v. Comm’r, 35-1 USTC 79055, 74 F.2d 729 (2d Cir. 1935), cert, denied, 
295 U.S. 748 (1935). 
99 Koppers Co., 3 T.C. 62 (1944). 
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similar or related in service or use to the property so converted.” ? It now 
becomes necessary to consider how a taxpayer who has in this way received 
money from property, may comply with this provision and avoid recognition 
of gain. 

In the first place, the money received from the involuntary conversion must 
be actually expended for other property, there being no exemption of gain 
merely because there was no similar property in the vicinity which could be 
purchased.** It has also been held that where a business partner had the 
intent to reinvest his share of insurance proceeds but died before he was 
able to do so, his gain was nevertheless taxable.?° 

Before this section was amended in 1942, it provided that if any part of the 
money received was not so expended, gain should be recognized to the extent 
of the money not expended.’ The Court of Appeals for the Second Circuit 
in the case of Wilmore Steamship Co., Inc. v. Commissioner *°* held under 
this prior law that if the money received in the taxable year is so expended, 
the gain in such taxable year will not be recognized, even though the money 
received in previous taxable years (and not treated as gain since not in excess 
of the basis of the converted property) was not so expended. “To circumvent 
the effect of this decision for taxable years beginning after Dec. 31, 1941, an 
amendment to Code Section 112(f) makes it clear that the gain, if any, is to 
be recognized to the extent that any part of the money, whenever received, was 
not expended in the acquisition of similar or related property as specified in 
Code Section 112(f).” °° In 1945, after the adoption of this amendment, the 
Court of Appeals for the Second Circuit refused to follow its decision in the 
Wilmore case, holding in Winter Realiy and Construction Co. v. Commis- 
sioner *°° that no part of the installment on the award received in 1936 for 
property condemned in 1931 was exempt, in view of the fact that the total 
amount invested in similar property in 1936 and in prior years was less than 
the basis of the property and the basis had been entirely recovered by install- 
ments in prior years. 

The “forthwith” requirement of the section permits the taxpayer either to 
expend the money forthwith in the acquisition of other property similar in 
service or use or in the establishment of a replacement fund, so that it is 
necessary to consider the meaning of this term. It could have been very 
strictly construed to mean immediately or directly. The Board and the courts, 
however, have been very reasonable, and we may say that it depends upon the 
facts in the particular case. There is no fixed period during which a taxpayer 
may hold proceeds before investing them in similar property." 


100 T.R.C. §112(£). 

101 Fullilove v. United States, 4 USTC 1316, 71 F.2d 852 (Sth Cir. 1934), cert. denied, 
293 U.S. 586 (1934) ; Reg. 111, Sec. 29.112(f)-1. 

102 Herder v. Helvering, supra note 73. 

108 1948 CCH II-3131. 

104 35-2 USTC 9502, 78 F.2d 667 (2d Cir. 1935). 

105 1948 CCH II-3131. 

106 45 USTC 9289, 149 F.2d 567 (2d Cir. 1945), cert. denied, 326 U.S. 754 (1945). 

107 J.T. 1617, II-1 Cum. Buti. 119 (1923). 
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The Board in 1935 in the case of August Buckhardt,'* in holding that the 
reinvestment of an award for the condemnation of a farm two years after its 
receipt was “forthwith,” in view of the fact that Buckhardt had in the mean- 
time engaged in a continuous search for suitable property, stated that 
“Bouvier thus defines the verb ‘forthwith’: ‘As soon as by reasonable exer- 
tion confined to the object it may be accomplished.’ ” 2° “. . . we agree with 
the respondent that the period for reinvestment allowable without the Com- 
missioner’s consent, although necessarily indefinite in its duration and limited 
only by what in judicial discretion shall be deemed reasonable, should in each 
instance be closely scrutinized so as to avoid jeopardizing the interests of the 
Government, while giving effect to a liberal interpretation of the remedial 
provision.” 7° 

Two years later in the case of Caldbeck Corp.™ the Board held that rein- 
vestment four years after receipt of the insurance was not “forthwith,” dis- 
tinguishing it from the Buckhardt case on the ground that the taxpayer in the 
Caldbeck case had not diligently prosecuted the search for property similar to 
that condemned. Other cases have held, depending upon the particular facts 
involved in each, sixty days not “forthwith,” 7** one year and four months 
not “forthwith,” 1° fifteen months not “forthwith,” ‘** and payments made 
over a five months’ period beginning three and one-half months after receipt 
of the award not “forthwith.” 1° 

The Washington Railway and Electric Co.*"® decision by the Board in 1939 
was a very unusual one. There a public utility, in anticipation of giving up 
some of its property to the Government as the result of an Act of Congress 
and to prevent any interruption of its operations, made certain expenditures 
in purchase of property and construction of building, machines, and equip- 
ment prior to the time it received compensation from the Government. It 
was held that “forthwith” does not necessarily mean “afterwards” but that 
“Congress . . . meant to provide that the expenditure of money resulting 
from the involuntary conversion of property in the acquisition of similar 
property must be made with some immediate chronological relationship to the 
conversion, thereby guarding against such a long delay after the conversion 
so as to raise a doubt whether the purchase of similar property was actually 
and in good faith a replacement, or was an additional investment.” 47 This 
is the only decision found in which this very unusual construction of “forth- 
with” was given, and it is submitted that it resulted merely from a desire of 


108 32 B.T.A. 1272 (1935). 

109 Jd. at 1276. 

110 Jd, at 1277. 

111 36 B.T.A. 452 (1937). 

112 Henderson Overland Co., 4 B.T.A. 1088 (1936). 

118 Chickasha Cotton Oil Co., 18 B.T.A. 1144 (1930). 

114 G.C.M. 5148, VII-2 Cum. Butt. 60 (1928). 

115 Vim Securities Corp. v. Comm’r, 42-2 USTC 9602, 130 F.2d 106 (2d Cir. 1942), 
cert. denied, 317 U.S. 686 (1942). 

116 40 B.T.A. 1249 (1939). 
117 Jd, at 1258. 
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the Board not to penalize the public utility for its efforts in behalf of the 
public interest, and that there is very little probability that it will be applied 
to a taxpayer other than a public utility. 

This, of course, is actually a tracing problem. “The taxpayer must trace 
the proceeds of the award into the payment for the property so purchased. 
It is not necessary that the proceeds be earmarked, but the taxpayer must be 
able to prove that the same were actually reinvested in such other property 
similar or related in use to the property converted.” “** The earlier case of 
Bandes v. Commissioner,“* decided by the Court of Appeals for the Second 
Circuit in 1934, had held that section 112(f) was much too specific to be 
capable of a construction allowing the taxpayer to use any of his funds to buy 
the new property, and when he recoups the expense by receipt of the award to 
consider the new property to have been acquired out of the award regardless 
of how the award was actually spent. In the Washington Railway and Electric 
Co. case the Board distinguished the Bandes case on the ground that the tax- 
payer in the latter had made no improvements on the lot condemned prior to 
the condemnation. But in 1945 the Court of Appeals for the Second Circuit 
had another opportunity to pass on this matter in Twinboro Corp. v. Com- 
missioner,’®° and there upheld its former rule, stating that the distinction 
attempted in Washington Railway and Electric Co. was untenable and that 
in the Bandes case they had assumed the two parcels of land were bought in 
anticipatory replacement of the first, and meant to rest their decision upon an 
understanding that that would not serve. 

Other decisions illustrating the tracing requirement are those to the effect 
that: (1) the taxpayer could not receive the benefits of this section where 
he spent the award for a general purpose and used other money for the pur- 
chase of similar property ;7*4 (2) taxable gain was recognized where the tax- 
payer acquired the similar property by foreclosure proceedings and not by 
reinvestment of insurance proceeds;1*? and (3) proceeds of award were 
traced into similar property where award was deposited in certain savings 
banks and payment for the new property was made from the same bank 
funds.?*° 

Another requirement of section 112(f) is that the new property must be 
similar in character and devoted to a similar use. However, it does not have 
to be identical ; some variation is permitted.’** Buildings have been held re- 
lated in service or use to land converted where they were constructed to serve 


118 Reg. 111, Sec. 29.112(f)-1. 

1194 USTC 91243, 69 F.2d 812 (2d Cir. 1934). 

120 45-1 USTC 9291, 149 F.2d 574 (1945), cert. denied, 326 U.S. 754 (1945). 

121 Frischkorn Development Co., 37-1 USTC 9226, 88 F.2d 1009 (1937) ; Continental 
Realty Co., 3 TCM 27 (1944). 

122 Chickasha Cotton Oil Co., supra note 113. 

123 August Buckhardt, 32 B.T.A. 1272 (1935). 

124 Henderson Overland Co., supra note 12; Cotton Concentration Co., 4 B.T.A. 121 
(1926) (new building constructed had a capacity slightly in excess of the two buildings 
destroyed). ‘ 
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the same purpose as the land.”> Money lent on mortgage, however, is held 
not similar or related in service or use to real property.'** There is also no 
investment in property similar or related in service or use where proceeds of 
unimproved real estate condemned by a city are invested in municipal bonds 
and improved real estate,1°? where an award is applied to reduce mortgage 
indebtedness on another piece of business property,?* where proceeds of con- 
version of real property are applied to reduce an indebtedness previously in- 
curred in the purchase of a leasehold,”® where proceeds of investment real 
estate are invested in bonds and a savings account,’®° or where a replacement 
fund established by one subsidiary corporation is expended to acquire property 
from another subsidiary corporation included in an affiliation.*** 

As to the phrase “or in the acquisition of control of a corporation owning 
such other property,” *** it may be said that it is permissible for a corporation 
to expend the proceeds of the condemnation award forthwith in the purchase 
of all the outstanding stock of another corporation having a lot similar to 
that condemned,*** but replacement by a corporation newly organized by the 
shareholders of the corporation owning the property condemned, does not 
satisfy the requirements of this phrase, since the corporate entities will not 
be disregarded.*** 

The section and the regulations **° allow a replacement fund to be estab- 
lished forthwith in lieu of the acquisition of other property forthwith, pro- 
vided that the taxpayer make application on Form 1114 for permission from 
the Commissioner to establish such a fund, and if permission is granted, fur- 
nish a surety bond in an amount not in excess of double the amount of 
estimated tax that would be payable if no replacement fund were established. 
A 1945 decision **° of the Court of Appeals for the Second Circuit held that 
the permission of the Commissioner was necessary, and that the failure to 
acknowledge applications filed by the taxpayer would not operate as an 
estoppel upon the Commissioner. In another case **’ the Board held that 
failure to secure the Commissioner’s permission prevents a replacement fund 
from being legitimately established, since mere investment of insurance pro- 
ceeds in government bonds and setting up a reserve on the books in the amount 


1257,.T. 3793, 1946-1 Cum. Butt. 96; Davis Regulator Co., 36 B.T.A. 437 (1937); 
Axtell Co., 1928-1932 P-H B.T.A. Mem. Dec. 132,257. 

126 Winter Realty & Construction Company v. Comm’r, 45-1 USTC [9289, 149 F.2d 
567 (2d Cir. 1945), cert. denied, 326 U.S. 754 (1945). 

127 ].T. 1617, II-1 Cum. Butt. 119 (1923). 

128]7.T, 2700, XII-2 Cum. Butt. 73 (1933). 

129 ].T. 1378, I-2 Cum. Butt. 26 (1922). 

180 G.C.M. 14693, XIV-1 Cum. Butt. 197 (1935). 

131 A.R.M. 142, 5 Cum. Butt. 94. 

132 T.R.C. §112(f). 

188 Henderson Overland Co., supra note 112. 

134 Vim Securities Corp. v. Comm’r, supra note 115. 
135 Reg. 111, Sec. 29.112(£)-1. 
186 Winter Realty and Construction Co. v. Comm’r, supra note 126. 
137 Caldbeck Corp., 36 B.T.A. 452 (1937). 
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of the profit realized is insufficient. Where only a portion of the replacement 
fund is finally used to replace the property in a subsequent year, it has been 
said that the excess is taxable (to the extent that it represents gain) in the 
year of the involuntary conversion by correction of the return.*** 

—Cecit G. Kinc * 


Statute of Limitations on Assessment of Excess Profits Taxes De- 
ferred under Section 710(a)(5). In concentrating attention upon the pro- 
visions of the Excess Profits Tax Act of 1950, tax consultants may tend to 
neglect a client’s case history under the World War II Excess Profits Tax 
Act. The perplexity of today’s problem must not be allowed to obscure the 
possibility that a client may be entitled to substantial refunds of excess profits 
taxes already paid. If the excess profits taxes under the prior Act have not 
been paid, assessment of such may now be barred. 

The World War II Excess Profits Tax Act had relief provisions which 
called for a detailed examination of the position taken by each taxpayer 
claiming an abnormality.’ If a corporation contended that it was entitled to 
relief and met certain statutory requirements,’ section 710(a)(5) permitted 
deferment of payment of thirty-three per cent of the amount of the reduction 
in the tax so claimed. This amount did not have to be paid until a “final 
determination” was made as to the taxpayer’s liability.* 

As originally enacted, section 710(a)(5) contained no provisions as to 
when an assessment had to be made for the amount deferred. Under a strict 
reading of the Internal Revenue Code, the ordinary provisions relating to 
limitations on assessment would be applicable. This would result in an 
assessment being required within three years after the return was filed.® 
However, this point was not raised until section 710(a) (5) had been amended 
to permit assessment of the deferred tax within a one-year period after the 
“final determination” of the section 722 claim.® 


188 Sol. Op. 135, I-1 Cum. Butt. 190 (1922). 

*B.A., College of the Ozarks, 1941; LL.B., Columbia Law School, 1948; and LL.M., 
Columbia Law School, 1950. 

This note was written for the Seminar in Taxation conducted jointly by Professors 
William C. Warren and Allison Dunham at Columbia University School of Law. 


17.R.C. §§721, 722 in particular. Hereafter only section 722 will be referred to, as 
deferred payments were permitted only as to claims based on that section. 

2It was necessary for the adjusted excess profits net income as computed on the re- 
turn (without the benefits of section 722) to exceed fifty per cent of the taxpayer’s normal 
tax net income for such year computed without the credit provided in section 26(e). 

8T.R.C. §710(a) (5): “Notwithstanding any other provision of law or rule of law, 
to the extent that any amount of tax remaining unpaid pursuant to this paragraph is in 
excess of the reduction in tax finally determined under Section 722, such excess may be 
assessed at any time before the expiration of one year after such final determination.” 

4T.R.C. §729(a) made all provisions of the income tax applicable to the excess profits 
tax unless inconsistent with the latter. 

5T.R.C. §275(a). 

® California Vegetable Concentrates, Inc., 10 T.C. 1158 (1948). 
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Even though the general assessment period was extended, the amendment 
did not define the meaning of “final determination.” While the term is possibly 
subject to various interpretations, its most natural meaning would be either 
the decision of the administrative body, with final authority as to liability, or 
the final decision of a court if an appeal were taken. This interpretation is 
justified when it is remembered that at the time the statute was amended an 
established administrative procedure was in effect.?, Apparently this view was 
shared by the Senate Finance Committee, as the report of that group stated 
that the purpose of the amendment was to give the Commissioner up to a 
year within which to make an assessment after the final determination had 
been made on the application for relief.* 

When it had become obvious that the normal administrative process was 
insufficient to cope with the stupendous problems involved, a separate pro- 
cedure was set up for handling section 722 claims. At hearings of the Joint 
(Congressional) Committee on Internal Revenue Taxation, held on May 7, 
1946 to investigate complaints of the Bureau’s handling of section 722 claims, 
the Commissioner of Internal Revenue issued a statement proposing a funda- 
mental change in the administrative machinery by establishing a Section 722 
Board, composed of highly qualified members, to handle section 722 matters.° 
An Excess Profits Tax Council was subsequently established within the 
Bureau “with responsibility for final Bureau action on issues arising under 
Section 722.”?° This group was later reorganized and an Executive Com- 
mittee of that Council was created to “exercise, for the Commissioner, final 
authority within the Bureau of Internal Revenue in respect to all issues aris- 
ing under Section 722 including . . . determinations made with respect to 
individual cases.” 14 Thus, the administrative procedure, as established by 
the Treasury Department, indicatés that the Excess Profits Tax Council, 
and later the Executive Committee of that body, had the authority to make 
the “final determination” on the merit of an abnormality claim. The Excess 
Profits Tax Council itself reached the same conclusion. In an organization 
ruling it declared that one of the principal functions of the Executive Com- 
mittee was to make “final determinations with respect to individual cases.” %* 

An attempt to explain the occurrence of a “final determination” is found 
in the Report of the Senate Finance Committee on the amendment to section 
710(a) (5). The Report states: 


In cases in which the action of the Commissioner is subject to review by the 
Tax Court under Section 732, the determination of a taxpayer’s application 
for relief under Section 722 is final upon the expiration of the period for filing 


7 See text accompanying notes 9, 10 and 11 infra. Mim. 6044, 1946-2 Cum. Butt. 97, 
established a Section 722 Field Committee in each division of the Income Tax Unit. 

8 Senate Finance Committee Report on H. J. Res. 395, Pub. L. No. 635, 80th Cong., 
2d Sess. c. 459 (1948). See 3-A P-H 947,039-A (1951). 

9 See 5 P-H {76,166 (1946). 

10 Mim. 6035, 1946-2 Cum. Butt. 97. 
11 Mim. 6323, 1948-2 Cum. Butt. 102. 
12 E.P.C. 34, 1948-2 Cum. Butt. 106. 
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a petition for redetermination of the tax by the Tax Court under Section 
732(a), or, if such petition is filed, upon the decision of the Tax Court thereon 
becoming final. In other cases, the determination is final upon the sending of 
notice to the taxpayer by the Commissioner of his final action on the applica- 
tion.** 

This explanation must be construed in connection with the statutory re- 
quirement that any action by the Government against the taxpayer must be 
taken within one year after the “final determination.” Under the last sentence 
above quoted, if the Commissioner fails to start his assessment procedure 
within one year of the sending of notice of the administrative “final determi- 
nation,” such action is then barred. Where, however, the notice required by 
section 732(a) is sent within such one-year period, the administrative “final 
determination” does not become final until the appeal procedure has run its 
course. 

In certain instances the Government has sent out fifteen-day ‘* and ninety- 
day letters more than one year after a taxpayer has received notice of the 
“final determination” by the applicable administrative tribunal. The Govern- 
ment’s contention is that the sending of the ninety-day letter constitutes the 
“final determination” referred to in section 710(a) (5).1° If this position were 
correct, the one year limitation of section 710(a) (5) would be defeated. The 
Government could delay indefinitely the sending of the ninety-day letter, 
which would postpone the running of the statute of limitations. This is con- 
trary to the purpose of the amendment as disclosed by the Report of the 
Senate Finance Committee.?® And it is particularly undesirable when the tax- 
payer is required to pay interest at six per cent if the abnormality claim is 
finally disallowed.” 

Upon receipt of the fifteen-day or ninety-day letter above referred to, tax- 
payers may have paid the deferred amount even though assessment of the 
tax was barred. This would be considered an overpayment under section 
3770(a)(2) and would be the proper subject of a claim for refund under 
section 322(b). However, the limitations on filing of refund claims ** and 
commencing suit thereon *® would have to be met. 

In the future ninety-day letters on deferred payments may be sent out more 
than one year after the Executive Committee of the Excess Profits Tax 


13 See note 8 supra. 

14 Fifteen-day letters, rather than the normal thirty-day letters, were sent by the Bureau 
on section 722 claims. 

15 Reg. 112, Sec. 35.710-5: “The reduction in tax under Section 722 is finally deter- 
mined, in cases in which the Commissioner’s action is subject to review by The Tax 
Court under Section 732, upon the expiration of the period for filing petition for review 
with the Tax Court or, if such petition is filed, upon the decision of the Tax Court becom- 
ing final, and in all other cases upon the Commissioner’s sending notice by registered mail 
to the taxpayer of his final action on the application for relief under Section 722.” 
(italics added) But see text to note 13 supra. 

16 See text to note 8 supra. 

17 Squire v. Puget Sound Pulp & Timber Co., 181 F.2d 745 (9th Cir. 1950). 

18 T.R.C. §322(b). 

19]T.R.C. §3772(a). 
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Council has notified the taxpayer of its decision. In such cases the taxpayer 
may appeal to the Tax Court rather than pay the tax, and sue for refund. If 
such action is taken, however, the petition to that Court should clearly indicate 
that the issue involved is the running of the statute of limitations on assess- 
ment and not a redetermination of the section 722 claim.”° 

As the statutory scheme for granting relief has been completely changed, 
it will not be possible for the type of overpayment described above to occur 
under the Excess Profits Tax Act of 1950. The bill originally enacted by the 
House, however, was patterned after the World War II Excess Profits Tax 
Act and provided for deferred payment of taxes if an abnormality were 
claimed.** The pattern proposed as to the statute of limitations on assessment 
of the deferred tax was to suspend the normal three-year period of section 
275(a) until “60 days after a final determination as to the claimed reduc- 
tion.” 7? Thus the intent was again shown to have the statute of limitations 
predicated on the determination made by the administrative body with final 
authority. 

The vitality of this problem under the prior law is evidenced by the fact that 
more than 20,000 abnormality claims, involving five billion dollars, were still 
pending as of December, 1950.** As the factual circumstances required 
will not be common, the above discussion will affect only a handful of cor- 
porate taxpayers. Where applicable, however, the refund possibilities may be 
electrifying. 

—KeEwNneETH L. Hewitt * 


20 Before petitioning the Tax Court, however, consideration must be given to the ques- 
tionable holding of Mutual Lumber, Inc., 16 T.C. No. 46 (1951). 

21 Sec. 430(d), H. R. 9827, Excess Profits Tax Bill of 1950, as passed by the House 
of Representatives on December 5, 1950.- 

227d. 

2329 Taxes 12 (Jan. 1951). 

* LL.M. in Taxation, New York University School of Law, associated with Swift, 
Pease, Davidson & Chapman, Columbus, Ga. 
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Life Insurance—Slave Or Master Of 
Section 811(g)? 


JOSEPH HAWLEY MURPHY 


F iw areas in the field of estate taxation offer the anomalies and the 
confusion which attend the taxability of the proceeds of life insurance 
policies. Yet there is probably no single vehicle available to estate planners 
at the present time which affords as facile a medium to compensate for the 
toll of death. Since it seems probable that estate burdens will increase 
rather than diminish as time goes on, the significance of insurance in the 
estate planning picture is on the upsurge. 

Proceeds of life insurance have frequently been a source of virtually 
forced savings. In prudent families life insurance premiums are usually 
among the first bills paid. Their importance arises from the age-old de- 
sire to lay something away for that rainy day, to provide a cushion against 
an uncertain future, and to create an estate where, without insurance, there 
would be none. In short, life insurance furnishes a measure of social se- 
curity, perhaps the only real measure possible in the light of current and 
potentially increasing federal income, estate, and gift tax rates, in situa- 
tions where inherited wealth is out of the question and government aid 
inadequate or unavailable. 

These, however, are probably secondary considerations from the stand- 
point of taxation. Here the significance of life insurance lies in providing 
the liquidity necessary for the preservation of other and probably more 
productive assets, and in passing property from one generation to the next 
with a minimum of tax burdens. For example, note the importance of 
life insurance to an estate whose principal and highly productive asset 
is stock in a close corporation; its significance in meeting death levies on 
estates composed of joint and survivorship annuities or partnership in- 
terests, which could be destroyed by a sale; or the utility of a grand- 
parent’s purchasing life insurance on his son payable to his grandchildren 
and thereby passing to them an estate far in excess of the possibilities by 
the mere transfer of an equivalent amount of property. These are but 
a few. 


JosepH HAw.Ley MurpBy is Associate Professor of Law, Syracuse University College 
of Law; Editor of THe Montuty Dicest or TAx ArtictEs; formerly Attorney, Office 
of the Chief Counsel, Bureau of Internal Revenue, Office of the Legislative Counsel, 
United States Treasury Department, and Office of General Counsel, United States 
Treasury Department. ? 
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The tax consequences of life insurance plans cut across the fields of 
income, gift, and estate taxation. For the purposes of the present discus- 
sion it will be assumed that the greatest of these is estate taxation. The 
others will be brought in only incidentally and as they relate to the principal 
subject of consideration—section 811(g) of the Internal Revenue Code 
and what can be done with it. 


INSURANCE 


The term “insurance” includes life insurance of every description, even 
to the extent of death benefits paid by fraternal benefit societies operating 
under the lodge system.*' While a definition of terms was of more sig- 
nificance when life insurance proceeds were subject to the $40,000 exemp- 
tion existing prior to 1942, it is still of importance in those situations 
where estate tax includibility hinges upon section 811(g) coverage. 

The coverage of section 811(g) is broad. Death benefits payable under 
an accident policy, even if double indemnity, are treated as insurance.’ 
Proceeds on group life policies,* and death benefits under various retire- 
ment plans * may also be includible. 

However, insurance is characterized by an element of risk-shifting 
which must be present before section 811(g) will apply. Accordingly, 
proceeds of a single premium annuity contract, payable during life or at 
death with no physical examination being required and no element of 
risk-shifting present, do not qualify as insurance.° This would appear 
true even where the annual payments are to be made to a beneficiary se- 
lected by the annuitant following the latter’s death.° 

Thus, in situations where a life insurance policy is taken out, but, as a 
condition precedent, an annuity of a similar amount is required, it has 
been held that there was no insurance within the meaning of the law be- 
cause there was no shifting of risk.’ The insurance company would pay 


1 Reg. 105, Sec. 81.25. 

2 Estate of Melville E. Ackerman, 15 B.T.A. 635 (1929). 

3B. M. Ballinger, Ex’r, 23 B.T.A. 1312 (1931); M. W. Dobrzensky, Ex’r, 34 B.T.A. 
305 (1936) ; Old Colony Trust Co., Ex’r, 39 B.T.A. 871 (1939). 

4Estate of B. L. Snyder, 4 TCM 957 (1945). 

5 Old Colony Trust Co. v. Comm’r, 102 F.2d 380 (1st Cir. 1939) ; F. O. Wulfekuhler v. 
United States, 44-2 USTC 710,138 (D. Kan.) ; Chemical Bank & Trust Co., Ex’rs, 37 
B.T.A. 535 (1938), appeal dismissed, 2d Cir. Jan. 3, 1939. 

6 Guaranty Trust Co., Ex’r, 16 B.T.A. 314 (1929), revd per stipulation, 2d Cir. Jan. 13, 
1931 (effect on principle of Board decision not ascertainable). 

7 Helvering v. Le Gierse, 312 U.S. 531 (1941); Goldstone y. United States, 325 U.S. 
687 (1945); Tyler v. Helvering, 312 U.S. 637 (1941); Comm’r v. Clise, 122 F.2d 998 
(9th Cir. 1941), cert. denied, 315 U.S. 821 (1942); Helvering v. Fisher, 41-2 USTC 
10,103 (2d Cir.) ; Valiguette v. Comm’r, 43-1 USTC {10,028 (S. D. Ohio), appeal dis- 
missed on motion, 6th Cir. June 5, 1944; Estate of G. H. Burr, 4 TCM 1054 (1945), 
petition for review dismissed, 2d Cir. Dec. 18, 1946; Estate of H. L. Merkle, 45 B.T.A. 
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the same amount via the annuity route if the decedent lived as it would 
pay via the insurance route were he to die. In other words, it was taking 
no risk on his death. 

In an attempt to create a risk, the purchase price of a similar annuity- 
insurance combination was increased from 106 per cent of the face of the 
insurance to 110 per cent. This was not sufficient to distinguish the case 
from that described above, since the fear of insufficient earning power was 
not enough.® An insurance risk is called for. That a physical examination 
is required, taken and passed, is likewise insufficient to transform such a 
combination into insurance.° 

Death benefit plans for employees, at no cost to them, similarly lack 
the risk-shifting element essential for insurance.*° A different result is 
reached, of course, if such benefits are paid for, directly or indirectly, by 
the employee. 

The absence of an element of risk-shifting sufficient to disqualify pro- 
ceeds as insurance does not mean that they will go tax-free. They may very 
well be covered by some other subdivision of section 811. Thus, com- 
pulsory contributions to a private pension fund, with no contractual lia- 
bility to pay the pension, are not insurance, but upon recovery would be 
included in the estate under section 811(a).** The same is true of amounts 
recoverable on death under the New York City Employees’ Retirement 
System,** the New York City Teachers’ Retirement Fund,** the Federal 
Reserve System,*® and Federal Civil Service retirement plans.** Social 
Security benefits are treated similarly.** A refund of premium by reason 
of suicide before incontestability was also treated, not as insurance, but 
as an estate asset under section 811(a).** It would seem that a claim 


894 (1941). Compare the recent decision, however, of the United States District Court 
for Illinois in Bohnen v. Harrison, 51-2 USTC 10,828, disapproving the Burr case and 
holding insurance proceeds not includible where an assignment of the insurance had been 
made and no incidents of ownership retained. 

8 Keller v. Comm’r, 312 U.S. 543 (1941). 

® Letter of Deputy Commissioner D. S. Bliss, Mar. 27, 1941. 

10 Dimock v. Corwin, 19 F. Supp. 56 (E.D.N.Y. 1937), aff’d, 99 F.2d 799 (2d Cir, 1938), 
aff'd, 306 U.S. 363 (1939) ; G.C.M. 17817, 1937-1 Cum. Butt. 281. 

11 Estate of B. L. Snyder, supra note 4; Reg. 105, Sec. 81.27. 

12Tllinois Merchants Trust Co., Ex’r, 12 B.T.A. 818 (1928). 

13 Kernochan y. United States, 29 F. Supp. 860 (Ct. Cl. 1939), cert. denied, 309 U.S. 
675 (1940). 

14 Estate of S. Wilson, 42 B.T.A. 1196 (1940); Estate of W. J. O’Shea, 47 B.T.A. 
646 (1942). 

15 Knight v. Finnegan, 74 F. Supp. 900 (E.D. Mo. 1947). 

16 E.T. 11, 1937-2 Cum. Butt. 470. 

17 E.T. 10, 1937-2 Cum. Butt. 469; E.T. 18, 1940-2 Cum. Butt. 285. 

18 Chew v. Comm’r, 148 F.2d 76 (Sth Cir. 1945), cert. denied,‘325 U.S. 882 (1945). 
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under a policy of health insurance, maturing before death, would fit into 
this category.*® 

The meaning of these cases is quite clear. Death in each instance results 
in a refund of moneys previously paid, with interest. These are not death 
benefits. Were such benefits present, they would, of course, be treated as 
insurance,”’ and they would be separate and apart from refunds of moneys 
paid in. 

There is, of course, the usual twilight zone, and stock exchange plans 
bulk large in it. Under a typical plan each member pays, for example, $15 
to trustees on admission and $15 on the death of any member. The ex- 
change pays a larger sum to designated beneficiaries of deceased members 
in New York, $20,000. 

Early decisions had held such benefits not to be insurance.” In 1947, 
however, the Commissioner took the position that these proceeds were 
insurance,” and has successfully prevailed on this point in the Court of 
Appeals for the Second Circuit ** and in the Tax Court.** There is ob- 
viously a risk assumed by the exchange under these plans, but payments 
to the fund are neither regular nor based upon the criteria which usually 
characterize premiums. The schemes smack more. of a gratuity.”® 

Since the federal estate tax is an excise upon the privilege of passing 
property at death rather than a tax upon the property itself, section 811(g) 
may encompass proceeds which are by statute tax-free. Thus World War I 
war risk insurance may be taxed to the estate of the insured,” and a similar 
fate has been indicated for its World War II counterpart.” Anomalously 
enough, however, proceeds of such a policy are not subject to a levy to 
pay estate taxes.” 


THE ScHEME oF SEcTION 811(g) 


Section 811(g) of the Internal Revenue Code is concerned with in- 
surance on the life of the decedent and not insurance owned by the de- 


19L. W. Goodenough, Ex’r, 29 B.T.A. 211 (1933), modified, 30 B.T.A. 69 (1934), 
aff'd, 83 F.2d 389 (6th Cir. 1936). 

20 Estate of B. L. Snyder, supra note 4. 

21 Central Hanover Bank & Trust Co., Ex’r, 40 B.T.A. 268 (1939) ; C. V. Triar, Ex’r, 
CCH B.T.A. Mem. Dec. {10,795-c (1939) ; E. A. Casilear, 4 TCM 970 (1945). 

22Letter Ruling, June 30, 1947. 

23 Comm’r v. Treganowan, 183 F.2d 288 (2d Cir. 1950), cert. denied, 340 U.S. 853 
(1951). 

24 Estate of W. E. Edmonds, 16 T.C. 110 (1951). 

25 See Freyburger, What is New and Important in Life Insurance? in PROCEEDINGS OF 
New York University NintH ANNUAL INSTITUTE ON FEDERAL TAXATION 2 (1951). 

26 United States Trust Company v. Comm’r, 307 U.S. 57 (1939); Bankers Trust Co., 
Exr’s, 33 B.T.A. 746 (1935). 
27 Letters of Deputy Commissioner, Nov. 11, 1944 and Mar. 14, 1946. 
28 Letter of Deputy Commissioner, Apr. 9, 1946. 








1952] LIFE INSURANCE—SLAVE OR MASTER OF SECTION 811(g)? 135 


cedent on someone else’s life, although the replacement value of the latter 
will be included in the decedent’s gross estate under section 811(a). 
Further, section 811(g) is not the only medium for including in the gross 
estate of a decedent proceeds from insurance on his life. The regula- 
tion clearly indicates that life insurance proceeds not includible in the 
gross estate under section 811(g) may, depending upon the facts of the 
particular case, be within some other paragraph of section 811.”° For ex- 
ample, life insurance proceeds not included under section 811(g) may 
have been the subject of a transfer in contemplation of death or of a 
transfer with a possibility of reversion. Furthermore, it would appear 
possible that the scope of section 811(c)(3), making survivorship the 
test for includibility of transfers taking effect in possession or enjoyment 
at or after death, would be broad enough to cover insurance taken out by 
a decedent on his own life and payable to a beneficiary other than his 
estate, since the latter must survive to take. It is unlikely, however, that 
this was the intention of Congress.*° 

Generally speaking, section 811(g) calls for the inclusion of proceeds 
of policies of life insurance on the life of a decedent (1) where such 
proceeds are receivable by his estate, or (2) if receivable by beneficiaries 
other than his estate, where the premiums were paid by the decedent or 
where the decedent retained incidents of ownership in the policies. Stated 
thus broadly, the section seems simplicity itself. However, a vacillating 
Treasury policy from 1919 until 1942, a Congressional aversion to retro- 
activity, and the necessity for dealing with the Hallock-Spiegel ** dilemma 
and its statutory anodyne,* have resulted in a muddied pool giving back 
distorted reflections. Moreover, pure legislative oversight ** has made the 
situation worse and the community property-marital deduction disen- 
tanglement * has done little to clarify it. 


Poxtictes TAKEN Out AFTER OcToBER 21, 1942 


Receivable by the executor. Section 811(g)(1) requires the inclusion 
in the gross estate of all insurance receivable by the executor or adminis- 


29 Reg. 105, Sec. 81.25. 

80 See, Lore, Technical Changes Act of 1949, 89 Trusts & Estates 705 (1950) ; 
WARREN AND SuRREY, FEDERAL Estate AND Girt TAXATION CASES AND MATERIALS 263 
(1950). 

31 Helvering v. Hallock, 309 U.S. 106 (1940) ; Estate of Spiegel v. Comm’r, 335 U.S. 701 
(1949). 

82 7.R.C. §811(c), as amended by §7 of Pub. L. No. 378, 81st Cong., Ist Sess. (Tech- 
nical Changes Act of 1949). 

83 Revenue Act of 1950, Sec. 503 (amending sec. 404(c) of the Revenue Act of 1942). 

84 Revenue Act of 1948, Sec. 351(a) (repealing I.R.C. §811(g)(4)), covering com- 
munity property. . 
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trator of a decedent or payable to his estate, where the policy is upon the 
life of the decedent. The distinction applied here is that between substance 
and form. The manner in which the policy is drawn is immaterial, as is 
the beneficiary to whom payable, the persons by whom the premiums 
were paid, or the residuum of the incidents of ownership of the policy.*° 
The test is the existence of an obligation legally binding upon the recipient 
of the proceeds to turn them over to, or to use them for the benefit of, the 
estate.*® Illustrations of a legal obligation would be situations in which 
the recipient of the proceeds is bound to the payment of taxes, debts, or 
charges against the estate, or those in which the insurance policies were 
pledged as collateral to secure a loan to the decedent.** 

The regulation itself refers to a “legal obligation” on the part of the 
recipient to devote some or all of the proceeds to or for the benefit of the 
estate.** This would seem to rule out the case where the recipient has no 
legally binding obligation. In other words, were the recipient of the pro- 
ceeds to make a gratuitous transfer of all or part of them to the estate, 
the insurance would not, because of this, be includible under section 
811(g)(1). Of course, the possibility of gift tax liability should not be 
overlooked. 

What of the case where the recipient has the power or discretion to 
devote the proceeds to or for the benefit of the estate? Does he have the 
duty to do so? On the one side, it seems clear that a duty to devote an 
unspecified portion of the proceeds to a particular purpose of the es- 
tate—such as the payment of burial expenses—results in pro tanto in- 
cludibility, whether so used or not, since there is an obligation legally 
binding.*® On the other hand, mere power or discretion may not constitute 
an obligation legally binding, and thus would not require inclusion under 
section 811(g)(1).*° However clear this dichotomy may appear at first 
blush, it should be borne in mind that there are many situations in which 
there is a duty to exercise power or discretion, and this may account for 
the Commissioner’s dissent from some decisions.** 

Insurance on its face may be receivable by an estate or by a fiduciary 
acting for the estate and still not be payable to the estate. State law may 
provide that insurance payable to an estate belongs, not to the estate, but 
to certain designated beneficiaries, in which event section 811(g)(1) is 


35 Reg. 105, Sec. 81.26. 

36 Idem. 

87 Idem. 

88 Jdem. 

89 Pacific National Bank of Seattle, Ex’r, 40 B.T.A. 128 (1939); Estate of Waldo 
Rohnert, 40 B.T.A. 1319 (1939) ; M. B. Hooper, Adm’rs, 41 B.T.A. 114 (1940). 

40 Old Colony Trust Co., Ex’r, supra note 3; Estate of C. H. Wade, 47 B.T.A. 21 
(1942). 
41 Old Colony Trust Co., Ex’r, supra note 3, Nonacq., 1939-2 Cum. Butt. 61. 
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inapplicable.** Or the insurance may be payable to a trustee as such,** 


with the section likewise inapplicable, although the executor and trustee 
are one and the same person. 

The test under section 811(g)(1) is whether or not the estate, or the 
fiduciary acting for it, is the true beneficiary intended.** Insurance in- 
cludible under this subsection must be an asset of the estate subject to 
the claims of creditors.** Where, under applicable state law, the insurance 
is not of this nature, section 811(g)(1) would not pick it up.*” 

Payment of premiums. Section 811(g) (2) (A) provides that insurance 
upon the life of a decedent purchased with premiums or other considera- 
tion paid directly or indirectly by him is includible in his gross estate in 
the proportion that the amount of premiums paid by the decedent bears 
to the total premiums paid for the insurance. In other words, assume that 
total premiums of $600 were paid for a $1,200 policy. If paid in toto by 
the decedent, $1,200 would be includible in his gross estate under section 
811(g)(2)(A). If, however, the decedent were to have transferred the 
policy gratuitously when half the premiums had been paid, the transferee 
paying the balance, only fifty per cent of the proveeds—$600—would be 
includible in his estate. 

Assume, in the same situation, that the decedent had paid up the policy, 
and that when its worth was $900 he transferred it for $600. Since the 
transfer was not a gift, the amount receivable would not be includible 
in toto but only pro tanto.** The $600 premium originally paid by the 
decedent would be reduced by the proportion which the consideration paid 
by the transferee bore to the replacement value of the policy at the time 
of transfer, to wit, 600/900ths. One third of the proceeds—$400—would 
be included in the decedent’s estate.* 

The plain effect of the provision is that insurance is neither fish nor 
flesh, but the situation in which an insured may find himself will be foul. 
A decedent may give his other property away upon the payment of a gift 
tax. If he attempts to do so with a partially paid-up insurance policy, 


42 Webster v. Comm’r, 120 F.2d 514 (Sth Cir. 1941); Estate of J. R. Nyemaster, 
2 TCM 1183 (1943); Estate of B. F. McGrew, 46 B.T.A. 623 (1942), rev’d on other 
grounds, 135 F.2d 158 (6th Cir. 1943). 

43 First National Bank and Trust Company of Minneapolis v. United States, 39-2 
USTC 9536 (D. Minn.). 

44 United States v. First National Bank & Trust Co. of Minneapolis, 133 F.2d 886 
(8th Cir. 1943). 

45 Estate of F. G. Proutt v. Comm’r, 125 F.2d 591 (6th Cir. 1942). 

46 Comm’r v. Jones, 62 F.2d 496 (6th Cir. 1932). 

47 Idem. 

48 Reg. 105, Sec. 81.27. 

49 Tdem. 
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he will be faced with a gift tax ®° and yet part of the proceeds will be 
included in his estate. A possible gift tax credit is small satisfaction. 
The unfavorable income tax consequences attending an outright sale of 
the policy, and resulting in a tax on the difference between the face amount 
on maturity and the purchase price, may well outweigh any estate tax 
saving.** These disadvantages tend to discourage the transfer of policies 
upon which a substantial amount has been paid. 

Section 811(g) (2) (A) uses a direct or indirect payment-of-premium 
test. The regulation forthwith spikes a familiar evasive tactic when it 
points out that if a decedent transfers funds to his wife so that she may pur- 
chase insurance on his life, and she purchases such insurance, the payments 
are concidered to have been made by him.’ The same would probably apply 
on a substitutional basis, where the funds transferred to the wife were 
not directly traceable to the precise funds used to purchase the insurance, 
although funds initially given to a spouse for an entirely different purpose 
and later used to pay premiums would not seem to fit in this classification.” 
A common scheme with respect to the transfers should be required, al- 
though this is not indicated by the regulation. 

A less ticklish problem arises where income-producing property is trans- 
ferred to a wife and she uses its yield to purchase insurance on the de- 
cedent’s life. For the purposes of the includibility of jointly-held property 
under Code section 811(e), these funds would not be traceable to the 
wife.°* Even capital gains from the sale of property transferred would 
not be so considered.” It is submitted that insurance should be similarly 
treated, since neither the indirect-payment test nor the substitutional test 
would prevail here. 

The regulation also indicates that the indirect-payment test will be ap- 
plied to premium payments by a corporation which is the insured’s alter 
ego, by a trust the income from which is taxable to the decedent, or by an 
employer as compensation for services.” It is likewise of significance with 
respect to business insurance covering partnerships or stock purchase 
programs. 

One danger in buy-and-sell plans financed by insurance is that under 
the Lehman case," where partners or stockholders pay insurance premiums 


50 Bureau Release, Mar. 6, 1933; Reg. 108, Sec. 86.2 (generally, but with particular 
reference to Example 8). 

51 Reg. 111, Sec. 29.22(b) (2)-3. 

52 Reg. 105, Sec. 81.27. 

53 Idem. Cf. Lasser, Twenty Useful Tax Ideas Gathered at N.Y.U. 9th Annual Institute, 
92 J. Accountancy 52 (1951). 

54 Harvey v. United States, 185 F.2d 463 (7th Cir. 1950). 

55 Tdem. 

56 Reg. 105, Sec. 81.27. 
57 Lehman v. Comm’r, 109 F.2d 99 (2d Cir. 1940), cert. denied, 310 U.S. 637 (1940). 
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on each other’s lives, each may be considered as paying the premiums on 
his own life. Another risk is that not only the proceeds of the insurance 
on the life of the deceased, but also the value of the particular business 
interest concerned, may go to augment estate assets for tax purposes. In 
a case arising under the pre-1942 law, it was held that where proceeds 
were made payable to a partnership of which the deceased was a member, 
they were to be reflected in valuing his interest in the business.** 

The Treasury has indicated that double inclusion may be avoided by 
taking out cross-life insurance payable to the spouses or, presumably, other 
designees of the insured, with the proceeds to be applied to the purchase 
of the deceased partner’s interest. In this event, the insurance is not in- 
cludible in the estate along with the value of the partnership interest in- 
volved.** However, it would appear to require a binding agreement to 
achieve this result, for it is also indicated that if the disposition of the 
partnership interest is not involved, both the insurance and the partnership 
interest are includible.*° A similar rule would seem applicable to stock 
purchase arrangements. 

Incidents of ownership test. Section 811(g)(2)(B) includes as part 
of a decedent’s gross estate the proceeds of any policies on his life with 
respect to which he retained any incidents of ownership. The regulation 
warns that the term “incidents of ownership” is not confined to ownership 
in the technical, legal sense.** Again, substance is distinguished from form. 
For example, a power to change the beneficiary reserved to a corporation 
of which the decedent was the sole owner, would be an incident of owner- 
ship in the decedent. 

The term “incidents of ownership” includes, by way of illustration, the 
right of the insured or his estate to the economic benefits of the policy, 
the power to change the beneficiary, to surrender or cancel the policy, to 
assign it, to revoke an assignment, to pledge it for a loan, or to borrow 
on its cash surrender value. In short, the decedent has an incident of 
ownership if his death is necessary to terminate his interest in the 
insurance. 

However, section 811(g)(2)(B) specifically provides that a rever- 
sionary interest is not considered an incident of ownership. Nevertheless, 
a transfer or assignment of a policy in which incidents of ownership had 
existed, reserving a reversionary interest, would fall within the broad 


58 Estate of G. H. Atkins, 2 T.C. 332 (1943). 

59 Press Mem. Nov. 24, 1947; see Pedrick, Major Aspects of Life Insurance in Estate 
Planning, 27 Taxes 1143 (1949). 

60 Special Ruling, Sept. 22, 1947. 

61 Reg. 105, Sec. 81.27(a) (2). 

62 Reg. 105, Sec. 81.27(c). 
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scope of section 811(c) of the Code.** Obviously, the effect of state or 
other applicable law upon the terms of the policy will be important.” 

Section 811(g)(2)(B) makes it clear that the fact that the incidents 
of ownership are exercisable by the decedent in conjunction with some 
other person will not defeat includibility. It would seem that such other 
person nay be one with a substantial adverse interest as, for example, a 
beneficiary.* 

lt would appear that the right to change a contingent beneficiary would 
be considered an incident of ownership. However, except for the general 
siatement in the regulation with respect to change of beneficiary, the ju- 
dicial authority on this point seems to treat this as a possibility of re- 
verter,°° which may or may not be an incident of ownership. 


Po.icies TAKEN Out Prior TO OcToBER 22, 1942 


Development of the law. The approach to this phase of the insurance 
problem will admit of no other motivating philosophy than the words of 
Justice Holmes, that a page of history is worth a volume of logic. To 
appreciate the current status of life insurance effected before October 21, 
1942, it is essential to have an understanding of the applicable portions of 
prior laws. 

The initial federal Estate Tax Law of 1916 did not contain any pro- 
vision expressly taxing insurance proceeds on policies taken out by the 
decedent. Such proceeds as were payable to the estate were considered 
includible therein under the general provisions taxing property interests 
existing at death and subject to charges against the estate.®* This approach 
would, of course, exclude insurance payable to beneficiaries other than the 
estate, and the law was so interpreted. The estate tax law as it then stood 
with respect to insurance taxed it only as property of the decedent; pre- 
vailing state law treated insurance payable to beneficiaries other than the 
estate as being no part of a decedent’s property.” 

Prompted in part, no doubt, by the extensive activities of zealous in- 


63 Lore, supra note 30, WARREN AND SuRREY, op. cit. supra note 30; Reg. 105, Sec. 81.25. 

64 Reg. 105, Sec. 81.27(a) (2). 

65 Godfrey v. Smythe, 50-1 USTC {10,753 (N. D. Cal.), aff'd per curiam, 180 F.2d 220 
(9th Cir. 1950). 

66 Comm’r v. Washer, 127 F.2d 446 (6th Cir. 1942), cert. denied, 317 U.S. 653 (1942) ; 
Estate of T. J. Newbold, 4 TCM 568 (1945), rev'd, 158 F.2d 694 (2d Cir. 1946). 

87 See Eisenstein, Estate Taxes and the Higher Learning of the Supreme Court, 3 Tax 
L, Rev. 395, 513 (1948), Bowe, Life Insurance, The Forbidden Fruit, 2 Vanv. L. Rev. 
212 (1949). 

68 Reg. 37, Art. IV (1916). 

69 Reg. 37, Art. X (1917). 

70 F.g., In re Voorhees Estate, 103 Misc. 515, 171 N. Y. Supp. 859 (Surr. Ct. Chemung 
Co. 1918), aff'd, 200 App. Div. 259, 193 N. Y. Supp. 168 (3d Dept. 1922). 
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surance salesmen employing this obvious loophole to induce persons of 
wealth to buy insurance and, by naming specific beneficiaries, to transmute 
taxable property into tax-free insurance," Congress in 1918 provided 
for the inclusion of insurance receivable by the estate, which had been the 
construction of the then existing law, and insurance in excess of $40,000 
receivable by beneficiaries under policies “taken out by the decedent upon 
his own life.” ** Succeeding Revenue Acts carried this provision until it 
reached the Internal Revenue Code as section 811(g), so to remain until 
1942. 

The troublesome phrase was “taken out by the decedent.” It was 
troublesome because it did not mean what it said. Did it mean insurance 
for which the decedent had made application, upon which he had paid the 
premiums, or that with respect to which he had retained incidents of 
ownership? The first possibility was at once rejected.** The administra- 
tive answer to the last two was, variously, “yes,” “no,” or “maybe.” 

The payment-of-premium test was adopted in 1919.** In 1924 appor- 
tionment was provided for. In Chase National Bank of New York v. 
United States ** the Supreme Court held that insurance was includible in 
the gross estate where a right to change the beneficiary had been reserved. 
It was reasoned that this was the retention of a legal incident of ownership 
until death freed the beneficiaries from the possibility of its exercise, an 
approach akin to that taken by the Court in Reinecke v. Northern Trust 
Company,” decided the same day. 

The 1925 regulation gave at least lip-service to these decisions by pro- 
viding that insurance was includible in the gross estate when legal incidents 
were retained.** This did not so much amount to an abandonment of the 
payment-of-premium test as a bolstering of the statute against charges of 
retroactivity where the test did not apply. In 1930 incidents of ownership 
became a more significant criterion of includibility."° By 1932 it had a 
stronger footing, but the regulation was still not clear as to whether 
incidents of ownership stood alone or as a limitation upon policies pre- 
dating the 1918 Act.*° 


71H. R. Rep. No. 767, 65th Cong., 2d Sess. 22 (1918). 

72 Revenue Act of 1918, Sec. 402(f). 

73M. W. Dobrzensky, supra note 3; First National Bank & Trust Co. of Minneapolis, 
39 B.T.A. 134 (1939). 

74 Reg. 37, Art. 34 (1919). 

75 Reg. 68, Arts. 25, 27-28 (1925). 

76 278 U.S. 327 (1929). 

77 278 U.S. 339 (1929). 

78 Reg. 70, Arts. 25, 27 (1925); cf. 1 Paut Feperat Estate anp Girt TAXATION 512 
(1942). 

79 T.D. 4296, IX-2 Cum. Butt. 427 (1930). 

80 T.D. 4331, XI-1 Cum. But. 330 (1932). 
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In 1934 the regulation made legal incidents of ownership a test along 
with payment of premiums and then, by conflict within itself, negated the 
alternative, with the result that incidents of ownership appeared to be the 
only test.** This interpretation was confirmed by eliminating the con- 
flicting alternatives in 1937.°° In 1939 Bailey v. United States * was first 
decided, holding that the payment of premiums, even without incidents of 
ownership, justified inclusion in the gross estate of the proceeds of six 
insurance policies taken out after 1924 and irrevocably assigned by the 
insured, the latter, however, retaining a reversionary interest in the event 
that the assignees predeceased him. Thereafter, on the introduction of 
additional evidence showing that the beneficiary, and not the insured, paid 
the premiums following the assignment, the Court held that the proceeds 
were not includible.** Then Helvering v. Hallock * was decided, the Bailey 
case was reargued, and the entire proceeds were held to be includible be- 
cause of the possibility of reverter.*° 

On January 10, 1941 regulations 80 were amended by T.D. 5032.** In- 
surance payable to beneficiaries, other than the decedent’s estate, in excess 
of $40,000 was includible where the premiums were paid, directly or in- 
directly, by the decedent. However, it was not includible if the decedent 
should die before January 10, 1941 without incidents of ownership at the 
time of his death. Should the decedent die after January 10, 1941, 
having had no incidents of ownership after that date, the insurance was 
includible in his estate only in the proportion that the premiums paid after 
that date bore to the total premiums, paid. 

The 1942 amendments. The 1942 Act abolished the $40,000 exemption 
on insurance payable to beneficiaries other than the estate, and imposed the 
alternate tests of premiums paid or incidents of ownership retained. It 
also spelled out incidents of ownership to exclude reversions. However, 
a reversion after an otherwise complete assignment would result in tax- 
ability under section 811(c). 

A relief feature of the 1942 Act was a provision, consistent with the 
then current regulatory situation, that premiums paid before January 11, 
1941 on insurance in which the decedent had no incidents of ownership 
after that date, should not be treated as being paid by him.** In this in- 


81 Reg. 80, Arts. 25, 27 (1934). 
82 Reg. 80, Art. 25 (1937). 
83 27 F. Supp. 617 (Ct. Cl. 1939). 
84 Bailey v. United States, 30 F. Supp. 184 (Ct. Cl. 1939). 
85 Supra note 31. 
86 Bailey v. United States, 31 F. Supp. 778 (Ct. Cl. 1940) ; petition for cert. dismissed 
on stipulation, Sept. 27, 1940. 
87 T.D. 5032, 1941-1 Cum. Butt. 427. 
88 Revenue Act of 1942, Sec. 404(c). 
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stance, however, there was no provision analogous to that contained in 
section 811(g) (2) (B) excluding a reversion as an incident of ownership, 
and for this feature of the law a reversionary interest was treated as an 
incident of ownership.® 

Thus, the retention of a reversionary interest following an assignment 
of a policy prior to January 11, 1941, with premiums being paid by the 
decedent before and after the latter date, resulted in the includibility of 
the proceeds of the policy under the Bailey case °° to the full extent of the 
premiums paid by the decedent. However, with no reversionary interest 
retained, includibility would have resulted only to the extent of the pro- 
portion which post-January 10, 1941 premium payments by the decedent 
bore to total premiums paid. 

Following Spiegel v. Commissioner,” the Technical Changes Act of 
1949 amended section 811(c) of the Code to limit the types of rever- 
sionary interest on transfers prior to October 8, 1949, which would lead 
to includibility, to those which were express and which exceeded in value 
five per cent of the property transferred. No such provision was made 
with respect to insurance in the situations described above, where includi- 
bility on the basis of premiums paid before January 11, 1941 depended 
on the existence of incidents of ownership after that date. 

These, then, were the insureds the Congress forgot.°* Where a re- 
versionary interest in insurance had existed following a transfer, includi- 
bility was to be tested by the “slightest string” approach of Spiegel.** In 
other areas of property, similar transfers were put on the more substantial 
basis of the Technical Changes Act. To remedy this inequity, section 
503(a) of the Revenue Act of 1950 amended section 404(c) of the 
Revenue Act of 1942, to provide that the term “incidents of ownership” 
included a reversionary interest only if, at some time after January 10, 
1941, it exceeded five per cent of the value of the policy and arose by 
express terms of the policy or other instrument and not by operation 
of law. Even at that the Congress overlooked the necessity for reopening 
closed cases, and was obliged to correct this oversight, fortunately of a 
very limited nature, by section 610 of the Revenue Act of 1951. 

Thus, assume that a decedent, prior to January 10, 1941, assigned a 


89 Reg. 105, Sec. 81.27(a), par. 6; see, Hilgedag, The Effect of the More Recent De- 
cisions and Regulations Upon Insurance Planning in Proceepincs or NEw York UNI- 
VERSITY THIRD ANNUAL INSTITUTE ON FEDERAL TAXATION 58 (1945). 

90 Supra note 86. 

91 Supra note 31. 

92 Foosaner, The New Tax Law; Effects on Personal and Business Planning, 89 Trusts 
& Estates 640, 710 (1950) ; Lowndes, The Revenue Act of 1950, 29 N.C.L. Rev. 113, 
141 (1951). 

93 Supra note 31. 
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$100,000 policy of insurance upon his life to a trust, providing that on 
his death the proceeds should be collected and held for the benefit of his 
son if then living, but if not living, to be paid to the decedent’s executor. 
In other words, the decedent retained an express possibility of reversion 
but no incidents of ownership other than this. The decedent was survived 
by his son. Premiums aggregating $50,000 were paid for the policy, of 
which the decedent paid $25,000 on or before January 10, 1941 and 
$15,000 thereafter. The remaining $10,000 of premiums were paid by 
the son. 

If at any time after January 10, 1941, the decedent’s reversionary in- 
terest exceeded five per cent of the value of the policy, then the proceeds 
of the insurance are includible in his gross estate to the extent of $80,000, 
under section 811(g)(2)(A). Since the reversion was express and ex- 
ceeded five per cent in value of the property transferred, the proceeds did not 
fall within the amelioratory treatment of section 404(c) of the Revenue Act 
of 1942, as amended by section 503(a) of the Revenue Act of 1950, and 
instead of merely the premiums paid by the decedent after January 10, 
1941 being taken into consideration, all of the premiums paid by the de- 
cedent are considered. This means that four-fifths of the face amount 
of the policy is included. 

However, if the reversionary interest retained by the decedent, even 
though express, at no time after January 10, 1941 exceeded five per cent 
of the value of the policy, then the proceeds are includible under section 
811(g)(2)(A) only in the proportion that the premiums paid by the 
decedent after January 10, 1941 bear to the total premiums paid. In 
the illustration, 15,000/50,000ths or three-tenths of $100,000 would be 
includible. 

Recapitulation, Insurance payable to the estate of a decedent was always 
includible. Insurance payable to beneficiaries other than the estate had a 
$40,000 exemption prior to October 22, 1942, the effective date of the 
1942 amendments. From 1934 until January 10, 1941 incidents of owner- 
ship were the tests, and judicial decisions had established that a rever- 
sionary interest was such an incident. Thus, payment of premiums by a 
decedent dying before January 10, 1941 did not result in includibility 
if he had no incidents of ownership, again including a reversion among 
incidents of ownership. 

Death prior to October 22, 1942, the effective date of the Revenue Act 
of 1942, meant includibility of insurance proceeds to the extent of pre- 
miums paid after January 10, 1941, provided no incidents had been re- 
tained after that date, a reversion being an incident of ownership. If, 
however, incidents of ownership existed after January 10, 1941, death 
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prior to October 22, 1942 meant includibility of the proceeds in the estate 
to the full extent of premiums at any time paid by the decedent. 

In all of these situations the $40,000 exemption was available against 
proceeds payable to others than the estate of the decedent. This was 
abolished for all decedents dying after October 21, 1942 by the Revenue 
Act of 1942, which added the alternate tests of premium payment or 
incidents of ownership. For insurance taken out by such decedents after 
January 10, 1941, includibility may be hinged upon either of the alterna- 
tives, but a reversion is not an incident of ownership. For insurance taken 
out prior to January 10, 1941, where the payment of premiums is the sole 
criterion of taxability, only premiums paid after January 10, 1941 are 
taken into consideration. If incidents of ownership existed after that 
date, however, all premiums paid by the decedent are considered. In this 
regard, incidents of ownership include reversions, subject to the limitations 
of the Technical Changes Act of 1949. 


THE MariItTAL DEDUCTION 


The Revenue Act of 1948, effective April 2, 1948, provided for a 
marital deduction with respect to insurance proceeds includible in the 
decedent’s gross estate and passing to the surviving spouse. Effective as 
to estates of decedents dying after December 31, 1947, section 811(e) 
permits the deduction of insurance proceeds payable to the surviving 
spouse. 

The initial marital deduction feature of the 1948 Act did not completely 
cover the marital deduction situation with respect to insurance proceeds, 
and it required amplification by the Joint Resolution of July 1, 1948.% 
As amplified, the marital deduction is available with respect to insurance 
proceeds, not only those payable outright to the surviving spouse, but 
also those held under the interest option, payable in installments or con- 
tingent upon six months’ survivorship.** Payments of interest or install- 
ments must commence not later than thirteen months after the decedent’s 
death ; they must be payable only to the spouse during life ; and she must 
have a power to appoint the proceeds to herself or her estate with no 
power in any other person to appoint to others than the spouse. 

The marital deduction features outlined above necessitated a change 
with respect to the treatment of premiums paid with community funds. 
The 1942 Act had added section 812(g)(4) of the Code to the effect 
that premiums paid by the insured should include the entire amount pur- 


94 Pub. L. No. 869, 80th Cong., 2d Sess. (1948). 
95 T.R.C. §812(e) (1) (G) ; Reg. 105, Sec. 81.47a(c) and Sec. 81.47a(d), as amended by 
T.D. 5857 (Sept. 14, 1951). : 
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chased with community funds except as shown to have emanated from the 
surviving spouse’s compensation or separate property. Under the same 
provision, incidents of ownership included those possessed by the decedent 
at his death as manager of the community. The Revenue Act of 1948 
repealed these provisions as to the decedents dying after December 31, 
1947, subject to the proviso in section 351(c) of that Act, that taxes of 
persons dying between December 31, 1947 and April 2, 1948, the effective 
date of the Revenue Act of 1948, should not be increased by retroactive 
application of the law.*° 


Utitity oF Lire INSURANCE PROCEEDS 


One would think that since section 811(g), substantially in its present 
form, has been on the books for nearly a decade, there should be some 
settled aspects of its interpretation. However, death must raise the ques- 
tion, and men die reluctantly. Furthermore, the mills of the Bureau grind 
slowly, and the courts are even more ponderous in separating wheat from 
the administrative chaff. Thus, certainty in this area of estate tax law 
will be a long time coming. But as long as insurance can be sold at a 
commission, its many, and sometimes dubious, tax advantages will be 
hawked about the market place. However, it is very clear that it has ad- 
vantages and, provided that it is tailor-made to meet the individual situa- 
tion, there is no denying that it has great utility.*’ 

Tax-free dollars. Some living insureds may be in the fortunate position 
of not having had any incidents of 6wnership in policies on their lives since 
January 10, 1941 and of not having paid any premiums, or of having 
paid only a few, thereafter. Their insurance tax bill will be low. The same 
can probably be said of their numbers at the present time and certainly 
as time goes on. For the future, estate tax includibility faces the taxpayer 
who buys his own insurance. 

The only way to be assured that insurance dollars payable on the life 
of a decedent will pass free of tax at his death is to name someone other 
than the estate as beneficiary, to vest in someone else the incidents of 
ownership in policies on his life, and to have someone else pay the pre- 
miums on those policies from sources independent of the decedent. This 
is obviously a privilege confined to the well-to-do, and comparatively few 
families are in a position where anyone other than the breadwinner him- 
self is able to finance a substantial insurance program. 


96 See generally, Dibble and Stutsman, T.D. 5698 and T.D. 5699; The Second Step in 
the Application of New Concepts of Federal Estate and Gift Taxation, 22 So. Cautr. L. 
Rev. 364 (1949). 

97 See Clapp, Life Insurance and Estate Planning, 28 Taxes 63 (1950) ; Foosaner, Life 
Insurance and Taxes, 29 Texas L. Rev. 319 (1951). 
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Assuming some other person is found who can pay the premiums and 
own the policy, the possibilities are interesting. Of course, care must be 
taken that neither the proceeds are payable to the estate of the insured nor 
the recipient is in any way obligated to use them for the benefit of the 
estate. The fact that the beneficiary may voluntarily do so does not give 
rise to includibility for estate tax purposes. 

Thus, for example, a son may take out insurance on the life of his 
father, if age and wealth make that possible. The husband may insure 
his wife’s life, or vice versa. An attraction for persons of wealth donatively 
inclined, and one which is pregnant with tax savings, is to have the grand- 
father give a sum of money to his daughter or daughter-in-law to buy a 
single premium insurance policy on the life of her husband payable to the 
grandchild.** Assume the grandfather wishes to leave the grandchild 
$10,000. Were this done by will, the amount to be set aside would have 
to be sufficient to cover death taxes and costs. To do it by insurance, the 
grandfather has merely to contribute the cost of the policies, and in so 
doing he is making the most of the advantages afforded by lifetime 
giving.*° 

These schemes have obvious disadvantages. Should the owner of the 
policy die first, its value will be an asset of his estate going to increase 
his taxes. Free giving in these situations means freedom of handling by 
the owner and unrestricted use of the funds by the beneficiary. To tie the 
hands of the donee or to make the scheme irrevocable upon death of the 
insured, may mean gift taxes under Goodman v. Commissioner.*°° Except 
possibly for the last mentioned, which could be averted by proper han- 
dling,* other objections may be calculated risks. 

A device of considerable utility in this regard is the funded insurance 
trust, preferred by many.*” The general idea saves life insurance tax 
dollars and, again, affords gift tax advantages. A wife with independent 
means could create an irrevocable living trust with an independent trustee 
and transfer substantial funds to it. Insurance policies could then be 
issued on the life of the husband payable to the trustee who, in turn, pays 
the premiums on the policies. The proceeds would pass to the trustee on 
the death of the husband, free of tax in his estate. When they are added 
to the principal of the trust, a substantial fund is available to be adminis- 


98 See Trachtman, Estate Planning in CurRENT PROBLEMS IN FEDERAL TAXATION 71, 
93 (1951). 
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tered during the lives of the children and paid to their appointees or to 
designated remaindermen.*” 

A variation on this theme would be to have the wife fund an insurance 
trust on her husband’s life as above indicated, and have the husband at 
the same time fund an irrevocable insurance trust on each child’s life. 
On the husband’s death, the proceeds of the insurance trust on his life 
pass to the trust he set up for his children. This could then be held for 
their lives with remainders over. Taxes in the estates of the husband, wife, 
and children are avoided, only gift taxes being payable.’ 

In these illustrations it should be remembered that state laws may very 
likely come into play and should be examined. For example, the rule 
against perpetuities and provisions against accumulations may deter too 
ambitious schemes. 

It has been assumed in the foregoing discussion, that new policies have 
been taken out. Frequently, independent wealth is acquired by labor or 
inheritance later in life. New insurance at that time may be costly or, for 
reasons of health, out of the question. Can existing policies be utilized? 
The answer is probably that policies upon which substantial premiums 
have been paid may not feasibly be assigned. It has previously been 
pointed out that gratuitous transfers of partially paid-up policies result 
not only in a gift tax but also in estate tax includibility to the extent of 
premiums paid, or at least to the extent of premiums paid after January 10, 
1941.*°° Furthermore, if the transfer is within three years of death, there 
is danger that it may be held to have been made in contemplation of death. 
This result may be based on the statutory presumption or on a holding that 
insurance is inherently testamentary and any transfer of it must needs be 
in contemplation of death.*” Lastly, the gratuitous transfer of an existing 
policy may not qualify for the annual exclusion of the gift tax because 
it could be interpreted as the transfer of a future interest.** 

All of these objections could be met by a transfer of the policy for a 


103 Trachtman, supra note 98. 

104 Olson, supra note 102. 

105 Trachtman, supra note 98, at 74; see Bowe, Saving Death Taxes Through Lifetime 
Gifts, 22 Miss, L.J. 129 (1951) ; Lewis, Use of Gifts in Estate Planning, 19 J.B.A. Kan. 
214 (1951). 

106 See Redecker, How Do Gift and Estate Taxes Affect Life Inswrance and Annuities? 
in ProceepiIncs oF New York UNiversity NintH ANNUAL INSTITUTE ON FEDERAL 
Taxation 43 (1951); Freyburger, Tax Incidence of Life Insurance and Annuities, 90 
Trusts & Estates 256 (1951) ; Lewis, supra note 105; Guterman, Transfers of Life 
Insurance and the Federal Estate Tax in PRocEEDINGS oF NEw YorkK UNIVERSITY SIXTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 31 (1948) ; Comment, 47 Micu. L. Rev. 811 
(1949) ; Cohn, Gifts of Life Insurance in Contemplation of Death, 26 Taxes 156 (1948). 

107 See Redecker, supra note 106. Compare Kieckhefer v. Comm’r, 185 F.2d 118 (7th 
Cir. 1951) with Skouras v. Comm’r, 188 F.2d 831 (2d Cir. 1951). 
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consideration commensurate with its then replacement cost. This would 
eliminate any includibility on the payment-of-premiums test, and it would 
not be considered in contemplation of death. Of course, such a sale would 
not be a gift. Nonetheless, it would, in most cases, be a bad bargain. It 
has been indicated heretofore that the difference between the sales price 
and the proceeds received at maturity would be subject to the income tax. 
If this difference were substantial, and to make the sale any kind of a 
bargain it would have to be, income taxes could well outweigh any estate 
tax savings.** 

Cheaper dollars. Tax savings via the insurance route are relative. 
Estate preservation is paramount. Even though life insurance cannot be 
procured in such a fashion that it will not be includible in the estate, it 
may still be a most desirable investment. In the first place, the difference 
between the cost of insurance and the amount paid on maturity is gener- 
ally great enough so that a profit will result even after taxes are taken into 
consideration. Secondly, insurance provides a source of much needed 
liquidity in many estates and without it assets producing higher income 
would have to be sacrificed. Insurance, therefore, is a relatively cheap way 
of protecting these assets. 

The marital deduction. The mechanics of this tax-saver have been 
described. Its possibilities for tax utility are many. For example, in- 
surance can be used to supplement situations in which it is not possible or 
feasible to take the full marital deduction under the existing estate plan.*” 
Insurance on the life of the spouse who is likely to live the longer, so that, 
should he or she unexpectedly die first, the loss of the marital deduction 
will be compensated for,**° is a wise precaution. There are numerous other 
techniques." Two of them are the astute use of the proper options in 
the light of the marital deduction,”? and the use of the disclaimer tech- 
nique to avoid unforeseen consequences arising from plans keyed to the 
marital deduction.** 


108 See Bowe, supra note 99; Hilgedag, supra note 89. See also, on this general prob- 
lem Bowe, INcomME Tax TREATMENT OF LIFE INSURANCE PROCEEDS, AND OTHER TAX 
Artictes (Vand. U. Press 1951). 

109 See White, The Effect of New Life Insurance on the Marital Deduction, 5 J. AM. 
Soc. Cuart. Lire UNDERWRITERS 46 (1950). 

110 Jdem. 

111 Jdem. Le Fever, When and How to Take the Marital Deduction, 89 Trusts & 
Estates 644 (1950); Lourie, The Marital Deduction as Applied to Life Insurance and 
Annuity Contracts in ProceepINcs oF NEw YorK University NintH ANNUAL INSTITUTE 
ON FeperAL TAXATION 103 (1951). 

112 See Hilgedag, The Use of New Options Allowed by Insurance Companies re the 
Marital Deduction and What Forms are Still Needed in Proceepincs oF NEw YorK 
University E1cotH ANNUAL INSTITUTE ON FEDERAL TAXATION 338 (1950). 
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Essential to any effective use of the marital deduction is the integration 
of the insurance into the plan so that all its facets are taken into con- 
sideration.“* Without harmony in all features of the plan, absurd results 
may ensue *** and any utility which life insurance had may well be lost. 

Business insurance. For business purposes life insurance has possibili- 
ties as broad as the enterprise itself. For the present purposes, however, 
and as it bears upon the estate tax problem, it is of importance in securing 
continuity of the business enterprise. Its utility as a medium of liquidity 
for the estate itself has been discussed. 

With the partnership,*** life insurance may provide a medium for the 
continuation of the business on a satisfactory basis. ** By the partners’ 
taking out insurance on each other’s lives, the necessary wherewithal is 
provided to finance an agreement for the purchase of a deceased’s part- 
ner’s interest from his estate. At the same time it provides the estate with 
cash necessary to pay taxes and expenses, obviating the danger of the 
forced sale of the partnership interest for this purpose. Futhermore, the 
ability to finance such an arrangement eliminates the danger of the sur- 
viving partners having to take untrained, and perhaps unwelcome, repre- 
sentatives of the decedent into business with them. 

As has been indicated in another portion of this article, it is likely that 
the insurance taken out, even on a criss-cross basis, may be treated in the 
same fashion as crossed life estates, and each partner will be considered 
as having taken out insurance on his own life. It is possible that the cash 
surrender value of the policies on the life of the surviving partners may 
be treated as assets in the estate of the partner first to die. 

However, the saving feature in these situations is that with an agree- 
ment requiring the estate to sell out to the surviving partners and the 
requirement that the insurance proceeds be used for the purchase of this 
interest, it would appear that double inclusion, 1.e., the value of the partner- 
ship interest and the value of the insurance, would be averted. The reason- 
ing in this situation is that the interest in partnership assets is limited 
under the agreement to the amount of the insurance proceeds which were 


Estate Tax Marital Deduction Purposes, 5 J. AM. Soc. CHART. LirE UNDERWRITERS 58 
(1950) ; Parks, An Introduction to the Marital Deduction Under the Federal Estate Tax 
Law, 23 Rocxy Mr. L. Rev. 295 (1951). 

114 See Monroe, Insurance and the Will, 90 Trusts & Estates 166 (1951). 
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116 Supra notes 59 and 60. 
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Trusts & Estates 818 (1950) ; Laikin and Lichter, Survivor-Purchase Agreements, 26 
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includible as the consideration paid for the interest."* Another tack is to 
consider any rights of the insured in the proceeds to be eliminated by the 
agreement.’*® Either of these theories would as easily apply to free the 
estate of the partner first dying from taxation on the cash surrender value 
of the insurance on the lives of the survivors. However, if the disposition 
of the deceased partner’s interest is not actually involved, both the in- 
surance and the full value of the partnership interest may be includible. 

The buy-and-sell agreement among stockholders stands on about the 
same footing as does the buy-and-sell agreement among partners.** It 
amounts to a contract among stockholders to buy one another’s shares at 
death, the purchase price being obtained by means of insurance on the 
stockholders’ lives. The advantages of such an arrangement are similar 
to those attending the partnership buy-and-sell plan. The insurance is 
probably includible in the estate of the deceased stockholder, but the stock 
is not if there is a buy-and-sell agreement and an obligation to devote the 
insurance to it. This result should obtain an analogy to the reasoning in 
the partnership situation.*” 

Thus, these buy-and-sell agreements have several advantages. Either 
the proceeds or the business interests do not become part of the estate for 
tax purposes ; the basis of the business interest of the survivors is enlarged 
by the amount of the insurance proceeds; the survivors escape the dis- 
advantage of having to pay for the decedent’s interest in advance of re- 
ceiving it; and they have as the basis of their shares the price they paid 
for them.** 

Another method of achieving the same end is by means of a stock re- 
tirement agreement. Under such an arrangement the corporation agrees 
with the stockholder to buy out his stock at death for a set price, either 
by formula or otherwise. In order to finance this arrangement, the corpo- 
ration insures the stockholder’s life and pays the premiums. Of course, 
the cross insurance and the cash surrender value problems are not present 
in this situation, but the double inclusion problem is. With a close cor- 
poration paying premiums on the life of a principal stockholder, the “alter 
ego” theory of indirect premium payments is available to result in in- 
cluding in the estate of the survivor the insurance plus the fair market 


119 Estate of R. E. Tompkins, 13 T.C. 1054 (1949) Acq., 1950-1 Cum. Butt. 1054, in- 
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value of the stock itself. It is not believed that this result should obtain 
here more than in the buy-and-sell situation. The same reasoning should 


apply.*** 

However, there are a number of serious income tax problems present 
in the stock retirement cases which are not applicable to the buy-and-sell 
arrangements. Are the premiums paid by the corporation dividends to 
the stockholders? *** Is the purchase price paid for the stock taxable as 
a dividend under section 115(g)??** It might be noted that the acuteness 
of this problem has been somewhat alleviated by the recent addition of 
section 115(g)(3), as amended by the Revenue Act of 1951, covering 
redemption of stock to pay death taxes.’** Is the purchase price paid 
by the corporation a dividend to the survivors under Wall v. United 
States? °° How about section 102? Solutions to these problems are 
outside the scope of the discussion. Suffice it to say, however, that the 
buy-and-sell arrangement is the safest route tax-wise, although recent 
trends may give more impetus to stock retirement plans.** 

One general advantage of insurance-funded stock purchase agreements 
is that, if properly used, they tend to avoid the troublesome problems of 
valuing the stock of a close corporation.**° This requires, however, a 
restriction on the disposition of the shares during life as well as a fixed 


price on death.*** 
The problem of “key man insurance” has not heretofore been alluded 
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to because it is a scheme primarily for the protection of the corporation. 
It is generally purchased to compensate the corporation for the loss of an 
important executive. However, this type of insurance has certain periph- 
eral possibilities, such as widow’s gratuities and deferred compensation 
which, although accompanied by the tax dangers of the “alter ego” prob- 
lem and section 115(g), may justify its investigation to meet special 
situations.**? 


CONCLUSION 


There is small likelihood that the present scheme of estate taxation of 
life insurance proceeds will be invalidated by judicial action. The estate 
tax is an excise upon the privilege of passing property at death, and cita- 
tion of authority would seem unnecessary on the proposition that in- 
surance proceeds payable to the estate would be covered by such a tax.** 
The incidents-of-ownership test for includibility is nearly as clear. As 
late Chief Justice Stone put it in Chase National Bank of New York v. 
United States: *** 


A power in the decedent to surrender and cancel the policies, to pledge 
them as security for loans and the power to dispose of them and their pro- 
ceeds for his own benefit during life . . . is by no means the least substantial 
of the legal incidents of ownership, and its termination at his death so as to free 
the beneficiaries of the policies from the possibility of its exercise would seem 
to be no less a transfer within the reach of the taxing power than a transfer 
effected in other ways through death. 


The theory of this reasoning is almost too well accepted now to admit 
of argument, especially in the light of the Spiegel case.*** Until the 
moment of death the insured retains a legal interest in the policies, which 
gives him power over them or their proceeds. Death terminates the power 
and releases the beneficiaries from possible defeasance on its exercise.**® 
Estate tax includibility surely needs no firmer basis. 

The payment-of-premium test is different, assuming that the policy has 
been transferred, no incidents of ownership retained, and no premiums 
paid after the transfer. Even conceding the extent to which Hallock *** 
and Spiegel *** have gone in taxing transfers with a “string” retained, 
there is no such tie in a situation where there has been an out-and-out 
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transfer of a policy. Where is there a transfer at death in this situation 
more than in the case where the decedent, during life, purchased a house 
and gave it outright to his son? The tax, in the case of the payment-of- 
premium test is imposed, therefore, although nothing in fact passes at 
death and the only connection between the tax and death is that death is 
the temporal point which marks the beginning of the enjoyment of the 
transferee.**° 

In Colonial Trust Co. v. Kraemer **° the District Court of Connecticut 
summed up the arguments for includibility on the payment-of-premium 
test by pointing out that life insurance is inherently testamentary and if 
a man insures his life in favor of another and divests himself of all inci- 
dents of ownership, his death is still necessary to complete the transfer. 
The same thought was developed in the first Bailey case when the Court 
said : ** 

. . . Life insurance is inherently testamentary in character. The payment 
of premiums and the insured’s death are the necessary events giving rise to 
the full and complete possession and enjoyment of the face amount of the 
policies by the beneficiary. The acquisition of life insurance policies on one’s 
own life is a substitute for a testamentary disposition of property, and to allow 
an insured to avoid the estate tax upon his estate by making an assignment 
of policies taken out by him, and upon which he paid the premiums at a time 
when the statute required the inclusion of the proceeds of such policies in his 
gross estate would be contrary to the clear language of the statute. . . 


This amounts to a compete abandonment of the “string” test. It speaks 
purely in the language of contemplation of death—one form of a substitute 
for testamentary disposition. To accept it one must adopt the rationale 
that life insurance is inherently testamentary. 

If the estate tax were the only vehicle for taxing transfers the “in- 
herently testamentary” approach might be an essential safeguard, although 
an artificial one in the sense that the label of the product ipso facto de- 
termines its treatment. However, the gift tax is designed to cover this 
very situation, 7.¢., to impose a lifetime tax on transfers of property which 
would otherwise form a part of the gross estate.*** Therefore, there would 
appear to be small justification for the “inherently testamentary” treatment 
of insurance proceeds to safeguard the revenue. 

At any rate, this constitutional phase of the payment-of-premium test 
is but a small part of a larger constitutional problem which seems raised 
by the post-October 7, 1949 treatment by section 811(c) (3) of transfers 
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taking effect in possession or enjoyment at or after death. For purposes 
of that section survival is the test, and its coverage is not confined to 
transfers which are inherently testamentary. Thus, a transfer from A to T 
in trust, income to be accumulated during A’s life and on his death the 
property and income to be turned over to B, would appear to be within 
the new section.*** In so far as correlation between gift and estate taxes 
is concerned, that too is part of a larger problem which, if solved at all, 
should be approached on a base broader than the mere inconsistent treat- 
ment of insurance proceeds.** 

If the happy day arrives when consistency is to be a touchstone of tax 
law, something should be done to clarify the taxation of insurance pro- 
ceeds. The general scheme of section 811(g) represents a sound approach 
in so far as it taxes insurance payable to the estate, insurance with in- 
cidents of ownership retained, or insurance upon which a decedent has 
paid the premiums. Proposals such as those that call for abandoning the 
payment-of-premium test **° do not ring true. Suggestions that life in- 
surance proceeds be exempt to the extent used to pay estate taxes seem 
highly discriminatory.**° 

However, the “inherently testamentary” argument for taxing policies 
assigned, wholly or partially gratuitously, seems to lack persuasion. If 
an out-and-out assignment is made, either for a consideration or gratui- 
tously, that should be the end of the matter as far as the insured is con- 
cerned, provided he makes no further premium payments. At that point 
he has built up a valuable asset, transferred it, and made his peace with 
with the tax collector. For him it has lost its testamentary character. 
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“Dividends” And “Earnings Or Profits” 
ARTHUR R. ALBRECHT 
INTRODUCTION 


» purpose of this paper is to summarize the developments in the 
taxability of corporate dividends which have occurred since the excel- 
lent article on this subject written by Harry J. Rudick over ten years ago.* 
As he pointed out then, American corporations annually distribute billions 
of dollars in dividends, which they have continued to do during the un- 
precedented prosperity of recent years in extraordinary volume.’ At the 
same time, the past decade has carried us far from those halcyon days 
of comparatively low taxes,* which frequently evoke nostalgia, if it is 
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1 Rudick, “Dividends” and “Earnings or Profits” under the Income Tax Law: Corporate 
Non-Liquidating Distributions, 89 U. or Pa. L. Rev. 865 (1941). The organization of 
this paper will follow the general outline of Mr. Rudick’s article. Sce also MERTENS, 
THE LAw or FEDERAL INCOME TAXATION §§9.01-9.132 (1942), and the pioneer work on 
the subject by Randolph Paul, Ascertainment of “Earnings or Profits” for the Purpose 
of Determining Taxability of Corporate Distributions, 51 Harv. L. Rev. 40 (1937), 
reprinted in PAut, SELECTED StupIES IN FEDERAL TAXATION 149-199 (2d Ser. 1938), 
to which subsequent references are made. Other articles which treat various aspects of 
the problem will be cited as those aspects come under discussion. 

2 According to figures obtained by Mr. Rudick from the Treasury Department, dividends 
paid by indusirial corporations, other than stock dividends, amounted to approximately 
$5,000,000,000 in 1938. Rudick, supra note 1, at 865 n. 1. The term “industrial” may be 
misleading, since it actually includes all domestic corporations. Comparison of this with 
later figures is somewhat complicated by changes in the scope of available statistics, but 
there is no doubt that dividend payments have risen markedly. Publicly reported cash 
dividend payments by American corporations were first computed for 1941, when they 
were $328,500,000. In 1950 they reached a record total of $7,924,000,000, and they have 
been running even higher so far in 1951: $3,616,800,000 for the first six months of 1951, 
or 14% over the $3,159,300,000 distributed in the first six months of 1950. Part of the 
increase since 1941 may be attributed to spread of the practice of making public reports, 
since the number of corporations making public reports grew from about 4,500 in 1941 to 
approximately 5,600 in 1951. These reports do not include dividends in kind or cash 
dividends not publicly reported, which have also increased. It is estimated from calcu- 
lations based on reports from the Bureau of Internal Revenue that total taxable dividends 
received by individuals from both American and foreign corporations, which were 
$4,465,000,000 in 1941, amounted to $9,169,000,000 in 1950. Office of Business Economics, 
United States Department of Commerce (Aug. 1951). 

3 Compare the surtax rates on individuals in section 12(b) of the Code under the 1941 
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forgotten for the moment that they were also days of comparatively low 
income.* The result is that both taxpayers and the Government have 
developed an acute sensitivity to the statutes, regulations, and decisions 
which govern diversions in this vast flow of wealth from expectant stock- 
holders to the Commissioner.* Congress, however, with all that elegant 


Act and under the present law; also the surtax rates on corporations in section 15 of 
the Code under the 1941 Act and under the present law. Normal tax rates on individuals 
in section 11(a) of the Code and on corporations in section 13(b) are not so dramatically 
different from what they were ten years ago, although they have varied during the 
intervening period. Rates alone, of course, do not tell the whole story about changes in 
the tax picture. Credits, deductions, exclusions, and other types of adjustments are also 
important. Exceptional cases aside, however, these have not served to alleviate any con- 
siderable portion of the increased tax burden from higher rates and in many cases have 
themselves added to the taxpayer’s bill. 

4 National income for 1941 was 103.8 billion dollars and for 1950, 239.0 billion. Cor- 
porate profits from production were 14.6 billion in 1941, and 36.2 billion in 1950. These 
corporate figures exclude large inventory profits due to price rises. To get a more realistic 
view of the actual increase in annual corporate profits, however, we must make an adjust- 
ment for inflation. A rough estimate of the inflation factor between 1941 and 1950 can 
be made simply by taking the amount paid for goods and services in each year (the gross 
national product in terms of current dollar values) and dividing it by the real amount 
of goods and services produced in each year (the gross national product corrected for 
price changes by use of a common price standard) to get a price level for 1941 and 1950, 
respectively. Comparison of the price levels reveals that 1950 prices are about 48% higher 
than 1941. Even so, corporate profits have unquestionably risen very considerably and in- 
deed, more than total national income. Figures are all from the Mid-Year Economic Report 
of the President, prepared by the Council of Economic Advisors (July 1951). 

5 The Government’s share of dividend distributions would probably jump considerably 
by enactment of the proposed dividend withholding tax. Under the present system re- 
cipients of dividends are required to report them as income on their annual returns. 
Corporations are not required to withhold any part of the tax due except in the case of 
non-resident aliens, but are required to file annual information returns reporting dividend 
payments to shareholders who received $100 or more. Experience has proved it impossible 
for the Bureau of Internal Revenue to check individual income tax returns against the 
corporate reports in an effective and economical way. As a result, willful and negligent 
underreporting of dividends amounts to over a billion dollars a year and an estimated 
annual loss of many millions in revenues. 

The proposed withholding tax is designed to capture this lost revenue. Although pro- 
posed in 1942 (see Hearings before Committee on Ways and Means on Revenue Revision 
of 1942, 77th Cong., 2d Sess. 5, 81-2 (1942)), it was first incorporated in legislation in 
the House version of the Revenue Bill of 1950, Sec. 601 (H. R. 8920, 81st Cong., 2d Sess. 
(1950) ), which provided for a 10% withholding tax similar in operation to that used for 
wages and salaries. See Report of the Ways and Means Committee on the 1950 Revenue 
Bill, H. R. Rep. No. 2319, 81st Cong., 2d Sess. (1950), 1950-2 Cum. Butt. 380. The 
Senate rejected the House provisions on the grounds that the Commissioner had the 
power to compel corporations to report all dividend payments, and that amendment of 
the regulations to require such reporting plus amendment of the income tax form to 
require itemization of dividends would provide the Bureau with adequate information to 
prevent evasion. See Report of the Senate Finance Committee on the 1950 Revenue Bill 
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obscurity which seems to have found expression in the Internal Revenue 
Code,° has thus far perpetuated a degree of ignorance about the vital but 
undefined term “earnings or profits,” which often shrouds the meaning 
of the law in an impenetrable fog. 

As every tax lawyer knows, a corporate distribution, which is a “divi- 
dend” under the Code, is taxable to the recipient as ordinary income,’ while 
one which is not a “dividend” is used to reduce basis or is taxed as a 
capital gain.* Whether a corporate distribution will be taxed as a “divi- 
dend’”’ depends on whether it constitutes a “dividend” within the meaning 
of the Code, which depends in turn on whether there are any “earnings or 
profits” in the corporation to cover it. The primary questions are thus: 
(1) what constitutes a taxable “dividend,” and (2) what constitutes 
“earnings or profits.” Under the first question come (a) the statutory 
definition of a “dividend’’; (b) the effect of the statutory presumptions 
as to the source of distribution; and (c) the time of recognition of “divi- 
dends” as income to the recipients. The meaning of “earnings or profits” 


Sen. Rep. No. 2375, 81st Cong., 2d Sess. (1950), 1950-2 Cum. Butt. 483. See also Hear- 
ings before Senate Finance Committee on H. R. 8920, 81st Cong., 2d Sess. 9-20 (1950). 

The House again included a withholding provision (Sec. 201) in its version of the 
Revenue Bill of 1951 (H. R. 4473, 82d Cong., Ist Sess. (1951) ). This provision differed 
from the one in the House version of the 1950 Act in that withholding would be applied 
to certain interest payments and royalties as well as dividends. Other differences were 
that the rate is 20% instead of 10% and that a simpler collection mechanism was to be 
established. It was estimated that this action would increase revenue by $323,000,000 
annually under current rates. See Report of the Ways and Means Committee on the 
1951 Revenue Bill, H. R. Rep. No. 586, 82d Cong., 1st Sess. (1951). Meanwhile the 
Commissioner has amended the income tax form for individuals so that they are required 
to itemize receipts of dividends and interest. There is also a proposed regulation requiring 
corporations to report all dividend payments, regardless of their size. See Proposed 
Rule-Making, 16 Fev. Rec. 548-552 (1951). 

6 Said Judge Learned Hand: “In my own case the words of such an act as the Income 
Tax, for example, merely dance before my eyes in a meaningless procession: cross-ref- 
erence to cross-reference, exception upon exception—couched in abstract terms that offer 
no handle to seize hold of—leave in my mind only a confused sense of some vitally im- 
portant, but successfully concealed, purport, which it is my duty to extract, but which 
is within my power, if at all, only after the most inordinate expenditure of time. I know 
that these monsters are the result of fabulous industry and ingenuity, plugging up this 
hole and casting out that net, against all possible evasion; yet at times I cannot help 
recalling a saying of William James about certain passages of Hegel: that they were no 
doubt written with a passion of rationality; but that one cannot help wondering whether 
to the reader they have any significance save that the words are strung together with 
syntactical correctness.” Thomas Walter Swan, 57 Yate L. J. 167, 169 (1947). 

7LR.C. §22(a). 

8 T.R.C. §115(d). This section does little to clarify the difference between a “dividend” 
and a return of capital, since it defines a distribution from capital largely in negative 
sense as one which is not a “dividend.” 
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will be discussed later on,° followed by a treatment of one of the thorniest 
questions of all: the effect on “earnings or profits’ of dividends in kind.*° 


THE MEANING OF “DIVIDEND” 


or 


A. Statutory DEFINITION OF “DIVIDEND 


The history of the statutory definition of “dividend” has already been 
adequately covered elsewhere." Initially there was no definition at all, 
although the first income tax law provided that gross income should in- 
clude dividends.*” The Commissioner simply interpreted the word to mean 
all distributions chargeable to surplus.’* But a worried Congress, beset 
by constitutional doubts that were soon to be laid to rest in Lynch v. 
Hornby,"* exempted distributions from earnings accumulated prior to the 
effective date of the Sixteenth Amendment.” Two years later Lynch v. 
Hornby held that Congress could validly tax such distributions as divi- 
dends and that it had done so in the 1913 law. But this determination 
came too late; “dividends” had already been cautiously defined as “ 
any distribution . . . by a corporation . . . out of its earnings or profits 
secured since March 1, 1913, and payable to its shareholders.” *° 

Numerous unsuccessful efforts have been made to eliminate this un- 
necessary exemption,” of which the latest was in the House version of 


9 See p. 181 infra. 

10 See p. 207 infra. This is a good place to cover a number of minor technical points. 
“Earnings or profits” and “earnings and profits,” which are used interchangeably in the 
tax laws, will sometimes for convenience be referred to simply as earnings. All three 
of these terms refer to earnings in the statutory sense as distinguished from the looser 
concept of income or gain. Quotation marks are placed around the term “dividend” when 
it is used in its technical statutory sense rather than in its looser general meaning of any 
non-liquidating corporate distribution. Finally, the distinction later to be drawn between 
the period before March 1, 1913, and the period after February 28, 1913, will sometimes 
be referred to simply as pre-1913 and post-1913, respectively. 

11 Rudick, supra note 1, at 866-9, and MERTENS, op. cit. supra note 1, §9.03. 

12 Revenue Act of 1913, Sec. II B. 

13 T.D. 2048 (Nov. 12, 1914). 

14 247 U.S. 339 (1918). 

15 March 1, 1913. 

16 Revenue Act of 1916, Sec. 2(a). 

17 Rudick, supra note 1, at 868. Sce statement of Randolph Paul, Tax Advisor to the 
Secretary of the Treasury, who testified in 1942: “A stockholder is normally taxable on 
the earnings of a corporation distributed to him as a dividend. If, however, the distribu- 
tion is traceable to earnings of the corporation accumulated prior to March 1, 1913, or 
to an increase in the value of property which occurred prior to that date but was realized 
by a sale thereafter, the distribution is not taxable to the stockholder. There is no valid 
policy ground for according such a privilege to a few favored shareholders. Nor is there 
any constitutional requirement for this exemption, for the Supreme Court long ago ruled 
that a distribution of this nature could be taxed if Congress chose to do so. Moreover, 
the perpetuation of this exemption is responsible for much of the complexity attendant 
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the Revenue Bill for 1950.** Once again the “incorrigible Senate” refused 
to go along. The Senate’s long history of opposition to the change makes 
it appropriate to quote its brief report in full: 


The House bill contained a provision (sec. 205) for the taxation as ordinary 
income to the stockholder of dividends paid out of corporate earnings and 
profits accumulated prior to March 1, 1913, or out of appreciation in the value 
of property which occurred before that date. Since 1916 the various revenue 
laws have contained provisions which specifically exclude such payments from 
the definition of taxable dividends, the payments being regarded as essentially 
equivalent to a return of capital and used to reduce the basis of the stock. 
During the intervening 34 years a great many stockholders have received 
dividends out of pre-1913 earnings or appreciation which have not been re- 
garded as ordinary income. The number of corporations which would hence- 
forth pay such dividends is relatively small and the number of stockholders 
who might receive such dividends is limited. Therefore, it seems inappropriate 
at this late date to change the tax treatment of such dividends. Hence, this 
provision of the House bill nas been eliminated.’® 


In 1936 the Undistributed Profits Tax brought an addition to the 
statutory definition of “dividend.” This surtax was designed to encourage 
corporate distribution by imposing a penalty on that part of a corporation’s 
adjusted net income not distributed as “dividends.” The existing defini- 
tion of “dividends” required that they be out of earnings, but any corpora- 
tion with a deficit had to make good the deficit before there could be 
earnings for “dividend” distribution. Consequently, such a corporation 
would have been without earnings and thus unable to distribute “divi- 
dends” to the extent of its adjusted net income for the year but still be 
subject to the surtax. Congress came to the rescue by providing that 
“dividends” would include distributions “out of the earnings or profits of 
the current taxable year.” *° This change has outlasted the now defunct 
tax scheme it was introduced to facilitate.* 

“Dividends,” as they thus came to be defined under section 115(a), 


upon the provisions dealing with corporate distributions. It is, therefore, urged that the 
exemption be eliminated.” Hearings before Committee on Ways and Means on Revenue 
Revision of 1942, 77th Cong., 2d Sess. 90-1 (1942). 

18 Sec. 205 of H. R. 8920. See Report of the Ways and Means Committee on the 1950 
Revenue Bill, H. R. Rep. No. 2319, 81st Cong., 2d Sess. 85 (1950), 1950-2 Cum. Butt. 
380. Under section 205(c) and (d) distributions made by a corporation after December 31, 
1949 out of its earnings would have constituted dividends regardless of whether the 
earnings were accumulated before March 1, 1913, or consisted of gain from appreciation 
in value accrued before March 1, 1913. Apparently the attempt to get rid of the exemp- 
tion was abandoned in the House version of the Revenue Bill for 1951. 

19 Report of the Senate Finance Committee on the 1950 Revenue Bill, Sen. Rep. 
No. 2375, 81st Cong., 2d Sess. 51 (1950), 1950-2 Cum. Butt. 483. 

20 Revenue Act of 1936, Sec. 115. 

21 Rudick, supra note 1, at 868-9. 
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are a corporation’s distributions, whether in money or in other property, 
which are (1) out of its earnings or profits accumulated after February 28, 
1913, or (2) out of the earnings or profits of the taxable year. Except 
for amendments relating to insurance and personal holding companies,”” 
this statutory definition of “dividends” has undergone no further changes.” 
There are other provisions in section 115 which serve both to limit and 
expand the above definition of “dividends.”’ Section 115(c), (e), and (f) 
are limitative. Section 115(c) provides that distributions in liquidation 
shall be treated as payment in exchange for the stock, which means as 
capital gains for the excess over basis or losses for amounts below basis. 
Section 115(e) makes special provisions for personal service corporations. 
Section 115(f), relating to stock dividends, provides, perhaps somewhat 
superfluously, that a distribution by a corporation to its shareholders of 
its own stock or stock options shall not be treated as a dividend to the 
extent that such treatment would be unconstitutional.* On the other 
hand, section 115(g) broadens the scope of “dividends.” It states: 


(1) In General.—If a corporation cancels or redeems its stock (whether or 
not such stock was issued as a stock dividend) at such time and in such manner 


22 Pub. L. No. 113, 80th Cong., 2d Sess. §§1-3; 1943 Act, Sec. 512(a) ; 1942 Act, Secs. 166 
and 186(a)(1). Changes in the regulations with reference to personal holding companies 
were effected by T.D. 5377, 1944 Cum. Butt. 257, and T.D. 5670, 1948-2 Cum. Butt. 64. 

23 The statutory definition has recently been given a new and important interpretation, 
however, by Judge Learned Hand. See Comm’r v. Transport Trading & Terminal Corp., 
176 F.2d 570 (2d Cir. 1949), which is discussed in detail infra. 

24 The problems involved in this section are too great to be covered here. Briefly, the 
stock dividend story is as follows: In Towne v. Eisner, 245 U.S. 418 (1918), the Supreme 
Court held that the Revenue Act of 1913 did not intend to tax dividends of common on 
common. The Revenue Act of 1916 then specifically provided that stock dividends should 
be taxable, but Eisner v. Macomber, 252 U.S. 189 (1920) held that an income tax on a 
dividend of common on common was unconstitutional. The statutory exemption followed. 
In Koshland v. Helvering, 298 U.S. 441 (1936), the Supreme Court refused to apply the 
doctrine of Eisner v. Macomber to a dividend of common on preferred. In Helvering v. 
Gowran, 302 U.S. 238 (1937), the Koshland view was applied to a dividend of preferred 
on common where both common and preferred stock were outstanding before the dividend. 
Helvering v. Griffiths, 318 U.S. 371 (1943) held that the legislative history and adminis- 
trative construction of the statutory exemption gave no cause for reconsideration of the 
decision in Eisner v. Macomber. Griffiths was confirmed soon afterwards in Helvering v. 
Sprouse, 318 U.S. 604 (1943) and Strassburger v. Comm’r, 318 U.S. 604 (1943). The 
Sprouse case involved a non-voting common dividend on both voting and non-voting 
common. The Strassburger case involved a dividend of preferred on common where only 
common was outstanding before the dividend. The dividends in both cases were held 
not taxable. The latest development in the complexities of Eisner v. Macomber is 
Edwin L. Wiegand v. Comm’r, 51-2 USTC [9365 (3d Cir. 1951), which arose out of 
the same transaction as Fred I. Tourtelot v. Comm’r, 189 F.2d 167 (7th Cir. 1951). These 
cases involve the question whether the test of taxability is a change in the proportionate 
interest of the particular stockholder or of the class of stock as a whole, and apparently 
reach different conclusions. 
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as to make the distribution and cancellation or redemption in whole or in 
part essentially equivalent to the distribution of a taxable dividend, the amount 
so distributed in redemption or cancellation of the stock, to the extent that it 
represents a distribution of earnings or profits accumulated after February 28, 
1913, shall be treated as a taxable dividend. 


The question whether a distribution in connection with a cancellation or 
redemption of stock is essentially e,uivalent to the distribution of a taxable 
dividerd depends upon the circumstances of each case.** An interesting 
example of the operation of section 115(g) can be found in Vesper Co. v. 
Commissioner.** This case involved the stock of a corporation whose 
stated capital of $100,000 had been depleted by 1936 to the extent of 
$27,000. During 1936, however, the corporation made earnings of $12,- 
500, which it wanted to distribute in order to avoid the undistributed 
profits surtax and at the same time get a dividends paid credit under sec- 
tion 27. The trouble was that state law prevented a corporation with a 
capital deficit from distributing dividends without subjecting its directors 
to personal liability. To avoid the state law, the stockholders adopted a 
resolution which reduced capital from $100,000 to $70,000 by a pro rata 
retirement of outstanding stock, and declared a liquidating dividend of 
$12,500 in exchange for the retired shares. 

Vesper Co., a stockholder, contended that the transaction was a liquida- 
tion not a dividend, thus entitling it to take a capital loss due to the drop 
in the value of its stock. The Eighth Circuit Court of Appeals upheld 
the decision of the Board of Tax Appeals * that the distribution was 
“essentially equivalent to the distribution of a taxable dividend” and hence 
constituted income to the taxpayer in so far as the corporation had earn- 
ings to cover it. The taxpayer further contended that even if the distribu- 
tion were held to be a dividend, there should be no tax, since the dis- 
tribution was made out of current earnings and the provision was intended 


25 Section 115(g) has been amended by sections 208 and 209 of the Revenue Act of 
1950. Section 208, adding section 115(g) (2), was designed to circumvent the decision of 
Trustees of John Wanamaker, 11 T.C. 365 (1948), aff'd, 178 F.2d 10 (3d Cir. 1949), 
which held that the language of section 115(g) applied only to the redemption by a 
corporation of “its” own stock, not to the purchase by a wholly-owned subsidiary of stock 
of the parent company from stockholders of the parent. This was so even though section 
115(g) would have applied if the parent had directly redeemed the stock. Section 209, 
adding section 115(g)(3), made the provision inapplicable to amounts distributed on 
certain stock whose value is included in determining the value of the gross estate of a 
decedent under section 811. See Report of the House Ways and Means Committee on 
the 1950 Revenue Bill, H. R. Rep. No. 2319, 81st Cong., 2d Sess. (1950), 1950-2 Cum. 
Butt, 444-5, and Report of Senate Finance Committee on the 1950 Revenue Bill, SEN. 
Rep. No. 2375, 81st Cong., 2d Sess. (1950), 1950-2 Cum. Butt. 541-2. 

26 Reg. 111, Sec. 29.115-9. 

27 131 F.2d 200 (8th Cir. 1942). 

28 44 B.T.A. 1274 (1941). 
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to apply to such a distribution only “to the extent that it represents earn- 
ings or profits accumulated after February 28, 1913.” In answer to this 
the Court held: 


. . . It would be an unreasonable construction of section 115(g) to hold 
that it was intended to ignore the general definition of dividends in section 
115(a) and to draw a technical distinction between current and accumulated 
earnings for the purpose of creating a tax immunity in a situation such as the 
present one. Probably the only effect that can reasonably be given to the 
reference to earnings and profits accumulated after February 28, 1913, in 
section 115(g) is to re-emphasize—though perhaps somewhat redundantly— 
that distributions of earnings and profits accumulated prior to the date 
mentioned are excluded from the operation of the statute.?® 


Not long after the decision in the Vesper case, the Tax Court handed 
down its opinion in Estate of Bedford,*® which began as a question of 
computing earnings but eventually produced an important effect upon 
section 115(g) and consequently upon the definition of “dividend.” Prior 
to the decision of the Supreme Court in the Bedford case,** it had been 
held in numerous cases,** though there was authority contra as well,®* that 
the distribution of earnings in cancellation or redemption of shares could 
never be “essentially equivalent to the distribution of a taxable dividend” 
if the shares were originally issued for a bona fide purpose, that is, 
for some legitimate corporate purpose other than tax avoidance. The 
Bedford holding, however, as applied to section 115(g) by Judge Learned 
Hand in Kirschenbaum v. Commissioner,** has overruled these cases. 

The issue in the Bedford case involved a tax-free exchange of stock 
under section 112(b)(3) of the Revenue Act of 1936 *° pursuant to a 
reorganization under section 112(g)(1)(D) of the same Act. Stripped 
of reference to the confusing statutory language, the situation was quite 
simple. The taxpayer had exchanged its 3,000 shares of 7% cumulative 
preferred stock in Abercrombie & Fitch Co., having a par value of $100 
per share, for 3,500 shares of $6 cumulative preferred with a par of $75; 
1,500 shares of common stock ; and $45,240 in cash. Since gain in excess 
of the amount of the cash was admittedly realized upon the exchange, the 


29 131 F.2d 200, 205 (8th Cir. 1942). 

301 T.C. 478 (1943). 

31 325 U.S. 283 (1945). 

82 De Nobili Cigar Co. v. Comm’r, 143 F.2d 436 (2d Cir. 1944); Patty v. Helvering, 
98 F.2d 717 (2d Cir. 1938) ; Kelly v. Comm’r, 97 F.2d 915 (2d Cir. 1938); Comm’r v. 
Quackenbos, 78 F.2d 156 (2d Cir. 1935); Comm’r v. Cordingley, 78 F.2d 118 (1st Cir. 
1935) ; Malone v. Comm’r, 128 F.2d 967 (5th Cir. 1942) ; Comm’r v. Brown, 69 F.2d 602 
(7th Cir. 1934). 

33 The Vesper case and cases cited therein. 

34155 F.2d 23 (2d Cir. 1946), cert. denied, 329 U.S. 726 (1946). 
35 This is the same as section 112(b) (3) of the Code. 
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cash had to be “recognized” as taxable gain under section 112(c).** The 
taxpayer took the view that the gain was capital gain, not “the effect of 
the distribution of a taxable dividend” under section 112(c) (2), as con- 
tended by the Commissioner, which would have made it taxable like 
ordinary income. The Tax Court dismissed the petitioner’s argument by 
stating that it had failed to demonstrate any error in the Commissioner’s 
determination. It then went on to treat the next and principal contention 
of the taxpayer that there were insufficient earnings to make the distribu- 
tion a “dividend” under section 115(a) because previous stock dividends 
had depleted them.** Concerning the argument that the cash payment could 
not be treated as a dividend because the company had a book deficit, the 
Court said: 


. Petitioner contends that an ordinary dividend would not and could not 
be declared, and it is urged that it would be improper to regard a distribution 
made in connection with a reorganization as a dividend when under state law 
a dividend could not legally be declared. The answer to this argument is plain. 
The revenue act has its own definition of a dividend. The corporation, for 
purposes of Federal income taxation, had a substantial surplus rather than a 
Gm; ...™ 


On appeal to the Second Circuit Court of Appeals,® the Tax Court was 
reversed, Citing its precedents to the effect that section 115(g) does not 
apply unless there has been a lack of bona fide business purpose, i.e., an 
intent to escape taxation, the Court held that the distribution was a liqui- 
dating dividend and not an ordinary dividend. It further held on the 
same authority that when earnings are once capitalized by the issue of 
stock dividends, they are no longer earnings for tax purposes but capital, 
except in cases where the purpose of the transaction is to avoid taxation. 
And further still, the Court thought that even if the earnings were suf- 
ficient to cover the distribution, the latter should still have been charged 
to capital rather than surplus on the authority of Foster v. United States.*° 


36 This is the same as section 112(c) of the Code but for the amendment by section 
121(d)(1) of the Revenue Act of 1943. 

37 The taxpayer argued that previous stock dividends of preferred on common depleted 
earnings because they constituted income under Koshland v. Helvering and Helvering v. 
Gowran (see p. 162, both supra note 24), even though they were exempt under the then 
current revenue law. The Court replied that tax-free stock dividends cannot reduce 
earnings for future distribution. It relied on section 115(a), which provided, as it still 
does, that the distribution by a corporation of its own stock securities or stock or 
securities in another corporation will not be considered a distribution of earnings (1) 
if no gain to the distributee was recognized by law, or (2) if the distribution was not 
taxable to the distributee because it was not income to him within the meaning of the 
Constitution. 

88] T.C. 478, 482 (1943). 

39 144 F.2d 272 (2d Cir. 1944). 

40 303 U.S. 118 (1938). See the discussion of this case is. 
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“On a showing of importance to the administration of the Revenue 
Acts .. .” ** the Supreme Court granted certiorari. About the question 
of earnings, Justice Frankfurter said: 


Although Abercrombie & Fitch showed a book deficit in the surplus account 
because the earlier stock dividends had been charged against it, the parties 
agree that for corporate tax purposes at least earnings and profits exceeding 
the distributed cash had been earned at the time of the recapitalization. That 
cash therefore came out of earnings and profits and such a distribution would 
normally be considered a taxable dividend, see §115(a), and has so been 
treated by the courts in seemingly similar situations. . . .* 


The Court then proceeded to dispose of the problem whether the dis- 
tribution was a liquidation or an ordinary dividend, by holding that the 
definition of a “partial liquidation” under section 115(i) could not apply 
to a situation arising under section 112. In closing, the Court said: 


. . . As is true of other teasing questions of construction raised by technical 
provisions of Revenue Acts the matter is not wholly free from doubt. But 
these doubts would have to be stronger than they are to displace the informed 
views of the Tax Court... .** 


Within a year came Kirschenbaum v. Commissioner,‘ supra, which in- 
volved section 115(g). Judge Learned Hand, who was one of the par- 
ticipating judges in the Bedford decision reversed by the Supreme Court, 
wrote the opinion. He held that since there was no difference between 
the question whether a distribution of earnings has “the effect of the 
distribution of a dividend” in the words of section 112(c)(2) and the 
question whether it is “essentially equivalent to the distribution of a 
taxable dividend” under section 115(g), the same rule would have to 
apply in both situations as to the finality of the Tax Court’s decision. 
Characterizing as “irrelevant” the holding of Justice Frankfurter that 
subdivision (i) of section 115 should not be carried over into section 112, 
although section 115(i) defined section 115(a) and it was necessary to 
resort to section 115(a) in applying section 112, Judge Hand pointed 
out that the Bedford decision covered section 115(g) to the letter. But 
this was not all: 

Perhaps we should stop with that ; but tax cases do not all come up through 
the Tax Court; taxpayers sometimes pay their assessments and sue in the 
District Courts. For that reason we wish to go further and say that we think 


that Commissioner v. Estate of Bedford . . . has authoritatively overruled 
the doctrine that the distribution of accumulated earnings in the cancellation 


41 325 U.S. 283, 289 (1945). 
42 325 U.S. 283, 290-1 (1945). 
43 325 U.S. 283, 292 (1945). 
43a Supra note 34. 
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of redemption of shares can never be ‘essentially equivalent’ to the payment of 
a dividend, if the shares were originally issued for a bona fide corporate pur- 
pose: 1.e., for a purpose other than to evade taxation. What other test will 
satisfy the language of §115(g) we need not now attempt to say; perhaps the 
section covers all cancellations or redemptions which result in the distribution 
of accumulated earnings; perhaps there are some purposes for which a cor- 
poration may reduce its shares and distribute such earnings and yet the 
distribution will not be ‘essentially equivalent’ to the payment of a dividend. 
The answers to these questions must be left to future decision. 


B. Source or DISTRIBUTION 


Having in 1916 defined a dividend as any distribution out of earnings 
or profits accumulated after February 28, 1913, Congress discovered the 
following year that it had left a loophole for a tax evasion. By the device 
of declaring its distribution to be of pre-1913 earnings, a corporation 
could save its stockholders the tax even though it had post-1913 earnings. 
The 1917 law prevented this by enacting a conclusive statutory presump- 
tion that every distribution would be deemed to have been made from the 
most recently accumulated earnings. In subsequent years other loopholes 
came to light and were similarly legislated out of existence.*® 

Sections 115(b) and (d) relate to the source of corporate distributions. 
Section 115(b) embodies two conclusive presumptions : 

(1) Every distribution is out of earnings or profits to the extent 
thereof ; 

(2) Every distribution is out of the most recently accumulated earnings 
or profits. 

The only recent statutory change in these sections relates to personal 
holding companies.** Nor have there been any changes in the regulations, 


44155 F.2d 23, 24 (2d Cir. 1946), cert. denied, 329 U.S. 726 (1946). See Bittker and 
Redlich, Corporate Liquidations and the Income Tax, 5 Tax L. Rev. 437 (1950). In 
Bazley v. Comm’r and Adams v. Comm’r, 331 U.S. 737 (1947), the Supreme Court held 
that the issuance of bonds in the recapitalization of a closely-held corporation, under 
which the old common stock was exchanged for new common stock and the bonds, was 
tantamount to the distribution of a taxable dividend. See Darrell, Recent Developments 
in Nontaxable Reorganizations and Stock Dividends, 61 Harv. L. Rev. 958 (1948) and 
DeWind, Preferred Stock “Bail-Outs’ and the Income Tax, 62 Harv. L. Rev. 1126 
(1949). 

45 Rudick, supra note 1, at 870. 

46 The last sentence of section 115(b) makes its provisions inapplicable to personal 
holding company dividends, defined in the last sentence of section 115(a). The change 
was effected by section 186(b) of the 1942 Revenue Act as part of the general revision 
in that Act of the provisions dealing with the distributions of personal holding companies. 
See Report of the Ways and Means Committee on the 1942 Revenue Bill, H. R. Rep. 
No. 2333, 77th Cong., Ist Sess. (1942), 1942-2 Cum. Butt. 473; and Report of the Senate 
Finance Committee on the 1942 Revenue Bill, Sen. Rep. No. 1631, 77th Cong., 2d Sess. 
(1942), 1942-2 Cum. Butt. 634. There have been no changes in section 115(d) since 1939. 
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which set out a convenient formulation of the order of precedence in 
determining the source of distribution: 


. . . In determining the source of a distribution, consideration should be 
given first, to the earnings or profits of the taxable year ; second, to the earn- 
ings or profits accumulated since February 28, 1913, only in the case where, 
and to the extent that, the distributions made during the taxable year are not 
regarded as out of the earnings or profits of that year; third, to the earnings 
or profits accumulated prior to March 1, 1913, only after all the earnings or 
profits of the taxable year and all the earnings or profits accumulated since 
February 28, 1913, have been distributed; and fourth, to sources other than 
earnings or profits only after the earnings or profits have been distributed. 
(italics supplied ) *” 


Earnings of the taxable year are computed as of the close of the year, 
without diminution by reason of any distribution made during the year 
and without regard to the amount of earnings or profits at the time of 
distribution. If they are sufficient to cover the entire distribution for the 
year, then the whole distribution is a taxable dividend. If not, then the 
distribution constitutes a taxable dividend only to the extent that earnings 
and profits cover it. In the case of several distributions during the year, 
where earnings are not sufficient to cover total annual distributions, each 
distribution will be a taxable dividend in the proportion that the earnings 
of the year bear to the total distributions during the year.“ 

Since distributions are dividends under section 115(a) if there are 
commensurate earnings and profits for the taxable year, it is entirely 
possible that a distribution by a corporation will be a dividend even if the 
year’s earnings are inadequate to make up a net operating deficit from 
prior years. Furthermore, as noted above, the distribution will be taxable 
as a dividend even if there are no earnings at the time of the distribution, 
so long as there are earnings by the close of the taxable year.*° 


47 Reg. 111, Sec. 29.115-2. 

48 Reg. 111, Sec. 29.115-2. 

49 Rudick raises the possibility of a constitutional question here as to whether a dis- 
tribution which is clearly out of capital when made, can become a “dividend” by virtue 
of subsequent profits in the same year. Supra note 1, at 872. The most extreme case 
would be a situation where the stockholder receives a distribution from his corporation 
when there are no earnings and later sells his stock to a purchaser whose business policies 
and heavy capital investment result in large earnings by the end of the year. Under the 
present statute and regulations the seller would have to pay an ordinary income tax on 
his distribution, presumably after a readjustment of basis, while the buyer would be in 
the favorable position of having his earnings reduced for tax purposes without paying 
the usual price of an ordinary income tax. 

It seems unlikely that the problem will cause much constitutional difficulty in the 
ordinary case. The tax year is the basic unit for income tax purposes, and determination 
of earnings or losses at the end thereof is a reasonable concomitant of the power to tax. 
Furthermore, Congress has the power to enact legislation to prevent tax evasion. Under 








‘ 
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Assuming, however, that there is an accumulation of earnings in past 
years, then it is necessary to distinguish between pre-1913 and post-1913 
earnings to determine whether there are earnings enough to make the 
distribution a “dividend.” Post-1913 earnings will be conscripted for this 
purpose but pre-1913 earnings will not. Nevertheless, while pre-1913 
earnings enjoy exemption from dividend service, they have only a deferred 
status for the purpose of satisfying net operating losses, and will be called 
upon for this duty if post-1913 earnings are insufficient. Thus a corpora- 
tion with $50,000 in pre-1913 earnings and $50,000 in post-1913 earnings, 
including earnings of the current taxable year, has a reserve of $50,000 
(the post-1913 earnings) which will be drawn upon to qualify its dis- 
tributions as “dividends.” If net operating losses of $75,000 should 
appear, they would wipe out post-1913 earnings first and then eat into 
$25,000 of pre-1913 earnings. While the post-1913 accumulation of earn- 
ings is replaceable from profits in future years, the lost pre-1913 earnings 
are gone forever. They cannot be replenished. Once a loss*® for any 


a rule contrary to the present one, corporations with no accumulated earnings could dis- 
tribute tax-free dividends even though there were earnings during the current year, a 
result which is contrary to the purpose of the statute. Note the following excerpt from 
the opinion of Justice McReynolds in Taft v. Bowers, 278 U.S. 470, 482-4 (1928). involv- 
ing the somewhat similar question of the constitutionality of the statutory requirement that 
the donee take his donor’s basis for purposes of computing capital gain: 


“The provision of the statute under consideration seems entirely appropriate for en- 
forcing a general scheme of lawful taxation. To accept the view urged in behalf of 
petitioner undoubtedly would defeat, to some extent, the purpose of Congress to take 
part of all gain derived from capital investments. To prevent that result and insure 
enforcement of its proper policy, Congress had power to require that for purposes of 
taxation the donee should accept the position of the donor in respect of the thing received. 
And in so doing, it acted neither unreasonably nor arbitrarily. 

“The power of Congress to require a succeeding owner, in respect of taxation, to 
assume the place of his predecessor is pointed out by United States v. Phellis, 257 U.S. 


, 


“Where, as in this case, the dividend constitutes a distribution of profits accumulated 
during an extended period and bears a large proportion to the par value of the stock, 
if an investor happened to buy stock shortly before the dividend, paying a price enhanced 
by an estimate of the capital plus the surplus of the company, and after distribution of 
the surplus, with corresponding reduction in the intrinsic and market value of the shares, 
he were called upon to pay a tax upon the dividend received, it might look in his case 
like a tax upon his capital. But it is only apparently so. In buying at a price that reflected 
the accumulated profits, he of course acquired as a part of the valuable rights purchased 
the prospect of a dividend from the accumulations—bought “dividend on” as the phrase 
goes—and necessarily took subject to the burden of the income tax proper to be assessed 
against him by reason of the dividend if and when made. He simply stepped into the 
shoes, in this as in other respects, of the stockholder whose shares he acquired, and pre- 
sumably the prospect of a dividend influenced the price paid, and was discounted by the 
prospect of an income tax to be paid thereon. In short, the question whether a dividend 
made out of company profits constitutes income of the stockholder is not affected by 
antecedent transfers of the stock from hand to hand.’ 

“There is nothing in the Constitution which lends support to the theory that gain 
actually resulting from the increased value of capital can be treated as taxable income in 
the hands of the recipient only so far as the increase occurred while he owned the 
property.” 


50 The loss to be chargeable against earnings cannot be due to distributions in excess of 
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particular year has exhausted preexisting earnings, but only then, can 
it constitute a deficit which will reduce subsequent accumulations.™ 

If a corporation has neither earnings of the taxable year nor accumu- 
lated post-1913 earnings, its distributions cannot constitute “dividends.” 
This brings into play the statutory provisions about the effect of tax-free 
distributions on the stockholder’s basis for this stock. Together sections 
115(b) and (d) provide (1) distributions from pre-1913 earnings reduce 
basis, and if in excess of basis, become taxable as gains from the sale of 
property; (2) distributions from pre-1913 increase in value, realized or 
unrealized, reduce basis, but any excess over basis does not become tax- 
able; (3) distributions from any other source, e¢.g., post-1913 increase 
in value,’ reduce basis, and if in excess of basis become taxable as gains 
from the sale of property. 

Since earnings and profits must be exhausted before there can be a 
distribution from any other source, group (1) above must be exhausted 
before group (2) or (3) can be used, but as between group (2) and 
group (3), the corporation is apparently free to earmark the distributions 
at its own choosing.” Of these last two, group (2), distributions from 
pre-1913 increase in value, is the more favorable source from the tax- 
payer’s viewpoint because any excess over basis is not taxable. Although 
constitutionally subject on distribution, like any other pre-1913 apprecia- 
tion, to taxation as ordinary income,™* this excess was exempted not only 
from taxation as ordinary income because of the limited definition of 
“dividend,” but further, from any-tax whatever, because of the literal 
wording of the statute. Section 115(b) refers to pre-1913 increase in 


earnings, since otherwise corporations could make tax-free distributions of capital which 
they could then restore out of later earnings. See Bertram Meyer, 7 T.C. 1381 (1946) ; 
Van Norman Co. v. Welch, 141 F.2d 99 (1st Cir. 1944); Mercantile Bridge Co., 2 T.C. 
166 (1943); S. M. Bolster, 23 B.T.A. 347 (1931); and F. W. Henninger, 21 B.T.A. 
1235 (1931). 

51 Helvering v. Canfield, 291 U.S. 163 (1934). The rule of the Canfield case is in- 
corporated in Reg. 111, Sec. 29.115-3. Further authorty on the question of reduction of 
earnings by losses can be found in R. D. Merrill Co., 4 T.C. 955 (1945) and Loren D. 
Sale, 35 B.T.A. 938 (1937), wherein it is held that corporate operating losses incurred 
from the sale of property based on March 1, 1913 values, which exceeded cost by an 
amount greater than the amount of the operating losses, could not be charged to later 
earnings in computing the amount available for distribution as taxable dividends. The 
theory was that 1913 value is not necessarily the basis for determining capital impairment, 
although used for computing gain or loss giving rise to income or deductions. See also 
Grace H. Kelham, 13 T.C. 984 (1949), on appeal, 9th Cir. June 2, 1950, which held that 
in determining post-1913 earnings, capital impaired by pre-1913 operating losses must be 
restored out of subsequent earnings. 

52 Other types of distribution in this class would be those from depletion or depreciation 
reserves based on cost and paid-in surplus. 

53 Rudick, supra note 1, at 871. 

54 Lynch v. Hornby, 247 U.S. 339 (1918). 
55 Section 115(b) provides: “... Any earnings or profits accumulated, or increase 
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value and provides that distributions therefrom be used to reduce basis. 
Section 115(d) provides for the taxability of distributions in excess of 
basis but excludes pre-1913 increase in value. Thus distributions from 
pre-1913 increase in value are not subject to ordinary income tax but 
serve only to reduce the stockholder’s basis, which means they are taxable 
on sale or other disposition of the stock at capital gain rates. After basis 
has been reduced, any distribution from pre-1913 increase in value which 
is in excess of the stockholder’s basis goes completely tax-free. 

In Ernest E. Blauvelt** the Tax Court invalidated that part of section 
19.111-1 of regulations 103 which ruled such excess taxable as capital 
gain,” and said that the exemption included taxpayers acquiring their 
property after March 1, 1913, since such a taxpayer “appears in general 
likely to pay for the privilege of standing in the shoes of the pre-March 1, 
1913, owner.” 

The Blauvelt decision was strongly reaffirmed by the Court of Claims 
in Higginson v. United States.°* The Commissioner argued there that 
dividend distributions from pre-1913 increase in value were exempt from 
the ordinary income tax under section 115(b) oniy until the amount re- 
ceived therefrom by the stockholder equaled adjusted basis, the excess 
being taxable as ordinary income. After a careful examination of legis- 
lative intent, the Court held that it was bound by the express wording of 
the statute, thus leaving change to Congress.” 

The question arose once more, though in somewhat different form, in 
Mabel C. Roe,® where corporation A made a distribution to its sole stock- 
holder, corporation B, out of realized pre-1913 appreciation which ex- 
ceeded B’s basis in A’s stock. It had earlier been held, on the authority 
of the Blauvelt case, that the distribution from A to B was not taxable 


in value of property accrued, before March 1, 1913, may be distributed exempt from tax, 
after the earnings and profits accumulated after February 28, 1913 have been distributed 
but any such tax-free distribution shall be applied against and reduce the adjusted basis 
of the stock provided in section 113.” 

Section 115(d) provides: “If any distribution made by a corporation to its shareholders 
is not out of increase in value of property accrued before March 1, 1913, and is not a 
dividend, then the amount of such distribution shall be applied against and reduce the 
adjusted basis of the stock provided in section 113, and if in excess of such basis, such 
excess shall be taxable in the same manner as a gain from the sale or exchange of 
property... .” 

564 T.C. 10 (1944). 

57 Reg. 111, Sec. 29.111-1 has not been changed to conform to the decision in the 
Blauvelt case. 

58 8] F. Supp. 254 (Ct. Cl. 1948). 

59 Congress has so far refused to make the change. See Tye, Corporate Distribu- 
tions—Some Current Trends, 4 Tax L. Rev. 459. See also PAut, op. cit. supra note 1, 
at 149, 

6015 T.C. 503 (1950), om appeal, Sth Cir. 
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to B. Then the question arose whether a distribution by B to its own 
stockholders from the same fund which it had received from A would 
similarly be non-taxable. The taxpayer claimed that the distributions did 
not lose their identity as exempt assets, while the Commissioner con- 
tended that the exemption applied only between corporations A and B 
but not between corporation B and its stockholders. Both relied on section 
115(1).% Finding for the Commissioner and thus limiting the decision 
in the Blauvelt case, the Court concluded as follows: 


We are not able to accept this view[the taxpayer’s], however, and believe, 
as respondent urges, that by section 115(1) the earnings and profits of 
Cummer Sons Cypress Co. are to be increased, because the distribution it 
received, under the law applicable to the year in which the distribution was 
made, was not ‘directly applied in reduction of the basis of the stock in respect 
of which the distribution was made’ such distribution being admittedly in 
excess of its basis in the distributing corporation’s stock. Thus, Cummer Sons 
Cypress Co. had available earnings and profits and the distributions by it to 
the trust are taxable dividends. 


C. TiME oF RECOGNITION OF DIVIDENDS 


When a dividend is recognized as a dividend is important for at least 
two tax purposes. First, it fixes the year for which the earnings position 
of the corporation must be measured in order to determine whether the 
distribution is in fact a “dividend” or just a distribution of capital. 
Second, it determines when the dividend becomes income taxable to the 
shareholders.“ Concerning the first purpose, Mason v. Routzahn © clearly 


61 Cummer Sons Cypress Co., 5 TCM 201 (1946). The Commissioner tried unsuccess- 
fully to distinguish the Blauvelt case, on the theory that the instant situation involved a 
partial liquidation. The taxpayer was a lumber company and the assets in question were 
proceeds from the sale of land and timber. Judge Harlan was not impressed by the 
distinction, pointing out that if the fact that such a company cut and sold its timber was 
indicative of liquidation, all lumber companies would be in a constant state of liquidation. 

62 The applicable part of section 115(1), which was amended by section 146(a) and (b) 
of the Revenue Act of 1942, reads as follows: 


“(1) Errect on EARNINGS AND Prorits oF GAIN oR Loss AND OF RECEIPT OF TAX-FREE 
DIsTRIBUTIONS.— . 4 

. Where a corporation receives (after February 28, 1913) a distribution from a 
second corporation which (under the law applicable to the year in which the distribution 
was made) was not a taxable dividend to the shareholders of the second corporation, 
the amount of such distribution shall not increase the earnings and profits of the first 
mT in the following cases: 

“(1) No such increase shall be made in respect of the part of such distribution 
which (under such law) is directly applied in reduction of the basis of the stock in respect 
of which the distribution was made. 

“(2) No such increase shall be made if (under such law) the distribution causes 
the basis of the stock in respect of which the distribution was made to be allocated between 
such stock and the property received.” 


6315 T.C. 503, 507 (1950). 
64 [t is also a factor in the determination of a corporation’s dividends paid credit under 
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established that the year for determining the availability of earnings for 
dividends is the year of actual payment of the dividend.” 

Nevertheless, while the year of payment is the decisive time for de- 
termining the effect of earnings on distributions (1.e., whether the latter 
will be taxable as “dividends” ), it has been held that this is not necessarily 
the rule for determining the effect of past distributions on earnings (i.e., 
to what extent earnings have been decreased), even though treatment of 
the effect of past distributions on earnings must influence subsequent de- 
terminations of earnings available to make distributions taxable as “divi- 
dends.”” In Commissioner v. Goldwyn®™ the Ninth Circuit Court of 
Appeals, affirming the Tax Court,®* held Mason v. Routzahn inapplicable 
and approved the taxpayer’s contention that the date of declaration used 
in corporate accounts rather than the date of payment of a dividend was 
relevant for ascertaining the effect on earnings of distributions made in 
past years. Analysis of this rather tricky situation will demonstrate that 
failure to apply a uniform rule for determining the effect of earnings on 
distributions and of distributions on earnings may offer an unwarranted 
opportunity for escaping taxes, as it did in the Goldwyn case. 

The corporation had declared a dividend in 1930, when earnings were 
more than sufficient to cover it, but the five stockholders neither demanded 
nor received payment until 1933, after substantial losses in the intervening 
period. Under the Mason rule the proper year for computing earnings 
to determine the taxability of the distribution as a “dividend” was 1933, 
the year of actual payment, after earnings had been reduced by the losses 
to an amount below the amount of the distribution, which was thus partly 
tax-free. Normally, when losses have been offset against earnings in this 
manner, they cannot be used again subsequently to reduce future earnings 
in determining the taxability of later distributions. In the Goldwyn case, 
however, the Court held that even though 1933 was the proper year for 
computing earnings to tax the 1933 distributions, 1930, the year of the 
declaration, would be determinative of the effect of that same distribution 
in arriving at earnings available for the 1942 dividend, the taxability of 
which was in issue. This left the post-1930 losses, which had already been 


section 27. For purposes of the dividends paid credit, Reg. 111, Sec. 29(b)-2(a) provides: 
“A dividend will be considered as paid when it is received by the shareholders.” See 
MERTENS, op. cit. supra note 1, §39.17. 

65 275 U.S. 175 (1927). See Paut, op. cit. supra note 1, at 154. 

86 “Actual payment” may be a difficult question in a close situation. See the discussion 
infra, at p. 174. Note that for purposes of computing the invested capital credit under section 
441(d) of the current excess profits tax, “a distribution is considered to be made on the 
date it is payable, except that where no date is set for its payment, the distribution is con- 
sidered to be made on the date when it is declared.” See Reg. 130, Sec. 40.441-1(d). 

67175 F.2d 641 (9th Cir. 1949). 2 

689 T.C. 510 (1947). (There were four dissents.) 
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used once to reduce earnings for the 1933 distribution, free to reduce 
subsequent earnings for future distributions. In other words, by not 
following the Mason rule throughout, the Court permitted the taxpayer 
to take inconsistent positions on the distribution, using the date of pay- 
ment for determining the taxability of the distribution in 1933, when 
earnings had been reduced so that only part of the distribution was tax- 
able, but using the date of declaration in 1930 for determining the effect 
of the same distribution on earnings available in later years, so that losses 
after that date could be preserved for future use. 

A hypothetical case may make the situation somewhat clearer. Suppose a 
corporation with $100,000 in current and accumulated post-1913 earnings 
declares a dividend of $50,000 in 1930 but does not actually pay it until 
1933, after the corporation has suffered losses of $75,000. If the dividend 
is recognized in 1930, earnings are reduced to $50,000, which are then 
wiped out by the losses of $75,000, leaving losses of $25,000 in 1933. 
This $25,000 must be made good by future earnings before there can be 
any accumulation of future earnings which can be used to qualify dis- 
tributions as “dividends.” On the other hand, if the dividend is recog- 
nized in 1933, when losses have already reduced accumulated earnings to 
$25,000, the $50,000 dividend will wipe out this accumulation, but the 
$25,000 distributed out of capital need not be made good before there 
can be future accumulations. This result is due to the prohibition against 
using earnings to restore tax-free distributions from capital.°° 

Note, however, that in the latter situation, although there are “losses” 
from capital of $25,000 which cannot be carried forward against future 
earnings, the taxpayer enjoys an equivalent amount of tax-free dividends, 
while in the former case there would presumably be a dividend tax on the 
entire $50,000 distribution, since it was all out of earnings. Hence, what 
is saved in deficits preserved for future use is lost in subjecting an equiva- 
lent amount in the earlier distribution to taxation as “dividends.” There 
may be a net advantage in one alternative over the other in the event of 
changes in tax rates, exemptions, etc. 

The taxpayer gains an exceptional advantage when, as in the Goldwyn 
case, he is allowed to take inconsistent positions. If he pays an income 
tax for his dividends on the basis of earnings determined at the date of 
payment, he pays on only $25,000, since earnings have been reduced to 
this by 1933. Yet if he is permitted to compute later earnings as if the 
dividend had been recognized in 1930, at the date of declaration, he can 
still carry forward a loss of $25,000 to reduce future earnings. 

The Commissioner’s argument in the Goldwyn case was based on sec- 
tion 115(a) and the cases ruling that time of payment rather than time 


69 See supra note 50. 
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of declaration governs the date of the dividend. Since the dividend was 
not paid until 1933, he argued, earnings and profits could not be reduced 
until then. In reply the Circuit Court said: 


. . . The purpose of the definition of dividends contained in §115(a) is 
to provide an accurate method for their inclusion in gross income under 
§22(a). Section 115(a) is primarily concerned with shareholder-taxpayers, 
the extent of whose liability may depend on whether the dividend is income 
on the date of declaration or the date of payment. 

The cases cited by the Commissioner, which turn on the construction of 
§115(d), involve the question of the income tax liability of recipients of 
dividends. The question in the instant case is not concerned with the tax 
liability of the shareholders because of the dividend; rather, our problem 
concerns the amount of corporate surplus after the declaration of the dividend, 
or, more specifically, whether the corporation had in its surplus after the fiscal 
year ended June 30, 1931, the amount which it had declared as a dividend on 
September 11, 1930. Section 115(a) does not purport to afford a basis for a 
solution because, as we have stated, we are not determining the tax liability 
of dividend distributees. 

In prior cases the Tax Court has recognized that a dividend may be treated 
by the corporation to reflect its surplus in a manner independent from its effect 
on shareholders’ income under §§115(a) and 22(a) of the code. In Proctor v. 
Commissioner, 11 B.T.A. 235 [1928], it was held that insofar as the tax 
liability of the shareholder is concerned, the date of payment of the dividend 
is decisive, although for the purpose of showing the financial status of the 
declaring corporation its earnings may be reduced as of the date of decla- 
ration.”° 


The Court’s distinction is questionable. To say that the date of payment 
must be used for purposes of determining the taxpayer’s liability but not 
for determining the effect of past distributions on earnings is deceptive, 
because the effect of past distributions on earnings is a vital factor in the 
taxpayer’s liability for subsequent dividends.” This qualification of Mason 
v. Rautzahn in reality means that one rule will apply to current distribu- 
tions and a different rule to past distributions, though both can clearly 


70175 F.2d 641, 643 (9th Cir. 1949), The reference to the Proctor case, where it was 
held that the payment date and not the declared date was controlling in determining the 
extent to which a stockholder is to be taxed by reason of the dividend, is based on the 
following language of the Board: “... In the case at bar, the payment was made on 
January 5, 1920, and we think it beside the point that the corporation may for a profit 
and loss statement or accounting purposes, or as showing the status existing between the 
corporation and its shareholders, show its earnings and profits to be reduced by a declara- 
tion of a dividend not then paid. The dividend declared must give way to the dividend 
paid in so far as the taxability of the same in the hands of the stockholder is concerned. 
It is to tax that which is first distributed by payment rather than declaration that the 
statute seeks to and does reach.” 11 B.T.A. 235, 239 (1928). 

71 Nevertheless, the distinction is later referred to by the Tax Court as one made 
with “meticulous care.” See Mabel G. Roe, 15 T.C. 503, 509 -(1950). 
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have an effect on present tax liability. It gives the taxpayer an unwar- 
ranted chance for tax evasion by permitting him to take inconsistent posi- 
tions on the same dividend distribution, and consequently use the same 
losses to offset earnings at two different times.” 

The second purpose for determining the time for recognition of a 
dividend is to decide when it becomes income to the recipient. Logically, 
it would seem that the year a corporation makes a distribution (and hence 
the year in which earnings are examined to determine its taxability as a 
“dividend’’) would be the same year the stockholders realize income from 
the distribution. Nevertheless, this may not be the case, and there is 
sufficient authority on the second point alone to warrant separate treatment. 

In dating a distribution by a corporation to its stockholders, five dates 
are relevant: (1) the date of the dividend; (2) the record date fixed in 
the declaration for determining shareholders of record who are to get 
dividends ; (3) the date on which the dividends are payable; (4) the date 
the corporation is actually willing to pay the dividends; and (5) the date 
of receipt by the stockholder. Although the statute makes no provision 
on when a stockholder realizes income from a dividend, the regulations 
relating to corporate distributions provide as follows: 


A taxable distribution made by a corporation to the shareholders shall be 
included in the gross income of the distributees when the cash or other prop- 
erty is unqualifiedly made subject to their demands.** 


The crux of the problem is to determine the meaning of the phrase “when 
the cash or the property is unqualifiedly made subject to their demands.” 

Despite the fact that declaration of the dividend creates a debtor-creditor 
relation between the corporation and its stockholders, the declaration 
itself does not constitute income to the stockholders.** Furthermore, there 
can be no realization by the stockholders in any event until the dividend 
is “unqualifiedly made subject to their demands,’ which means that the 
effective dates for determining stockholders of record and for making 
the distributions payable must also have occurred. In Putnam v. Com- 
missioner *® it was held that a dividend declared prior to the death of the 


72 The Court's position in the Goldwyn case was based in part on the argument that 
“the declaration of a dividend incurs a debtor-creditor relationship between the corpora- 
tion and its shareholders.” and “. . . [i]t would be an inaccurate reflection of the cor- 
poration’s financial standing to list an amount as surplus which in fact was due and owing 
under a legally enforceable obligation.” 175 F.2d 641, 644 (9th Cir. 1949). It is even 
more inaccurate to subtract losses twice. Furthermore, as the Commissioner argued, 
there is no need to regard corporate accounting practices as controlling tax liability. 

78 Reg. 111, Sec. 29.115-1. 

74 United States v. Guinzburg, 278 Fed. 363 (2d Cir. 1921). 

75 Mason v. Routzahn, supra note 65, and Proctor v. Comm’r, supra note 70. 

76 324 U.S. 393 (1945), reversing 144 F.2d 756 (2d Cir. 1944). 
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taxpayer, but which by the terms of the declaration was payable to stock- 
holders of record on a date subsequent to his death, was not realized as 
income by the taxpayer but by his estate. 

Consequently, stockholders cannot realize income on ordinary corporate 
dividends until there has been at least (1) a declaration; (2) occurrence 
of the effective date for determining stockholders of record who are to 
be paid; and (3) occurrence of the date on which the dividend is pay- 
able.** This would seem to be enough if it is all that is required to enable 
the stockholders to take the money or property at their pleasure. Actual 
receipt of the dividend is not essential where the stockholders may be said 
to have received it constructively because it was “unqualifiedly made 
subject to their demands.” Nevertheless, income will not be held realized 
even where the dividend has been declared and is payable in a fixed amount 
to an identified stockholder, if the proceeds are not actually available to 
the stockholder. 

In Avery v. Commissioner ** the Supreme Court held that corporate 
dividends declared payable on or before the last day of the year were not 
includible in the gross income of the stockholder for that year if the 
dividend checks were signed on December 31 but held by the corporation 
until the first business day of the next year when they were distributed 
by mail. Instead, they were income for the following year. “The mere 
promise or obligation of the corporation to pay on a given date was not 
enough to subject to petitioner’s unqualified demand ‘cash or other prop- 
erty’; and none of the parties understood that it was.” ” 

Soon after the decision in the Avery case, which he had lost, the Com- 
missioner issued a ruling explaining the decision “as an application of the 
rule long followed by the Bureau of treating a dividend as taxable income 
for the year in which it first becomes subject to the unqualified demand 
of the stockholder.” *° The Commissioner hopefully preserved Frederick 
S. Peck * by distinguishing it on the ground that the dividend there, 
though payable on December 31, 1929 and not received until January of 
the next year, could have been obtained by the stockholder in 1929, while 
in the Avery case the practice was without exception that the stockholder 


77 The above statement is qualified to apply to “ordinary” corporate dividends because 
distributions which are deemed to be “dividends,” as, for example, under section 115(g) 
(see p. 162 supra), may of course constitute income to the distributees without the for- 
malities of an ordinary dividend. Cf., however, Cohen v. Comm’r, 77 F.2d 184 (6th Cir. 
1935), where is was held that cash withdrawals by stockholders over a period of years 
and not reported as income when received, constituted income in the year of a subsequent 
corporate resolution charging them against surplus as dividends. 

78 292 U.S. 210 (1933). 

79 292 U.S. 210, 215 (1933). 

80 .T. 2833, XIII-2 Cum. Butt. 155, 156 (1934). 

8129 B.T.A. 872 (1934). 
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could not receive his check until January. This position is still implicit 
in the wording of the regulations on when gross income should be 
reported : 


Dividends on corporate stock are subject to tax when unqualifiedly made 
subject to the demand of the shareholder. If a dividend is declared payable 
on December 31 and the corporation intended to and did follow its practice 
of paying the dividends by check mailed so that the shareholders would not 
receive them until January of the following year, such dividends are not con- 
sidered to have been unqualifiedly made subject to the demand of the share- 
holders prior to January, when the checks were actually received.*? 


In Edward Harkness,** on all fours with the Avery case, it was pointed 
out that the decision in the Peck case was withdrawn after the Avery 
decision was handed down, thus weakening the Commissioner’s argument 
for constructive receipt in such a situation and leaving actual receipt by 
the stockholder the ultimate criterion of his realization of income. 

Indeed, the very widely followed Avery case has even been cited for 
the broad proposition that a cash dividend cannot be charged as income 
to the taxpayer until he has received it.** At the same time, the doctrine 
of constructive receipt continues in effect both in the regulations and the 
courts.*° While the present state of the law on this subject is not com- 
pletely clear, it is probably not far wrong to guess that the last step of 
actual receipt is not essential for realization of income to the stockholder 
in most cases where the dividend has been made available to him at his 


82 Reg. 111, Sec. 29.42-3. 

83 31 B.T.A. 1100 (1935). 

84 Hines v. United States, 90 F.2d 957, 958 (7th Cir. 1937). See also George E. Rex, 
et ux., 3 TCM 1260, 1263 (1944). 

85 See Comm’r v. Scatena, 85 F.2d 729 (9th Cir. 1936). In this case two distributing 
corporations declared a dividend in stock of another corporation in September, 1928, and 
arranged for transfer by the latter’s official transfer agent, delivering the shares to him 
in November. Delivery of the certificates to the taxpayer-stockholder was apparently 
not made until 1929, although the actual delivery date was not clear. Nevertheless, the 
taxpayer was held to be owner of the distributed stock for all practical purposes in 1928, 
having been registered as owner thereof and having received cash dividends thereon as 
a stockholder of record in 1928. As a result, the statute of limitations was held to have 
run against the Commissioner. Cf. Louis F. Timmerman, 42 B.T.A. 188, 189 (1940), 
where the Board found, against the Commissioner, that the taxpayer who on August 14th 
received a liquidating dividend of stock dated August 8, was entitled to compute his gain 
as of August 14th, when he received the stock. “While it is true that he [taxpayer] 
might possibly have sold his Oklahoma shares or exercised some dominion over them 
prior to the receipt of the actual certificates, had he learned in some way that a certain 
number of shares had been mailed to him on August 8, nevertheless the respondent does 
not contend that the petitioner could have or should have anticipated when the certificates 
were going to be mailed to him. . . . The petitioner had no reasonable means of avoiding 
loss from a reduction in the value of his shares between August 8 and 14... .” 
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will.°° On the other hand, actual receipt may well be necessary where 
the dividend first becomes subject to the stockholder’s demands so late 
at the end of the year that as a practical matter it is not really available 
until the following year.* 

For accrual basis stockholders it was held in an early decision that 
dividend income was realized in the year of declaration.** Although this 
was contrary to the regulations, which never distinguished between cash 
and accrual basis taxpayers,** it was followed in a number of cases and 
finally argued by the Commissioner himself in Tar Products Corpora- 
tion v. Commissioner.”° The Commissioner accrued a dividend to an ac- 
crual basis corporate stockholder in the year of its declaration and was 
sustained in the Board of Tax Appeals ** but reversed by the Third Circuit 
Court of Appeals, which held the dividend to be income, according to the 
regulations in the year it was unqualifiedly made subject to the demands 
of the stockholder, regardless of his bookkeeping methods. This rule has 
more recently been followed by Commissioner v. American Light & Trac- 
tion Co.°* There seems to be little reason for the opposite view, which 
distinguishes between cash and accrual taxpayers on this point.* 

The argument over when a dividend should be recognized as income 
relates principally to the amount of the tax or, where there is a problem 
of the statute of limitations as in the Scatena case,** whether there should 
be a tax at all. Until recently it had been assumed that when a dividend 


86 See Oak Commercial Corporation, 9 T.C. 947 (1947), in which a foreign foundation 
placed dividend-producing securities in the names of New York brokers, who refused 
to pay over the dividends on demand until the identity of the owner was proved. No 
demand for the dividends was made during the taxable years. The Court held the dividends 
had been constructively received, since at worst the owner had only to prove its identity 
to get them. Reliance was placed on Reg. 111, Sec. 29.42-2, which provides: “... To 
constitute receipt in such a case the income must be credited or set apart to the taxpayer 
without any substantial limitation or restriction as to the time or manner of payment or 
condition upon which payment is to be made, and must be made available to him so 
that it may be drawn at any time, and its receipt brought within his own control and 
disposition. . . .” 

87 The Bureau has indicated orally that the number of last-minute annual dividend 
payments which carry over into the following year has noticeably declined. It seems to 
be general corporate practice now to avoid them. 

88 Archer Maynard Campbell, 6 B.T.A. 60 (1927). The Commissioner announced his 
non-acquiescence, VI-2 Cum. Butt. 8 (1927). 

89 The regulation (Reg. 111, Sec. 29.115-1) cited supra at 31 has never been changed. 
Earlier ones are Reg. 62, Art. 1541 (1921) ; Reg. 65, Art. 1541 (1924) ; Reg. 69, Art. 1541 
(1926) ; Reg. 74, Art. 621 (1932) ; Reg. 86, Art. 115-1 (1934) ; Reg. 94, Art. 115-1 (1936) ; 
Reg. 101, Art. 115-1 (1938) ; Reg. 103, Sec. 19.115-1 (1940). 

90 130 F.2d 866 (3d Cir. 1942). 

9145 B.T.A. 1033 (1941). 

92 156 F.2d 398 (7th Cir. 1946). 

93 Tyler, When Does a Dividend Become Income? 80 J. Accountancy 353 (1945) 

94 Supra note 85. 
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became income would determine to whom it should be taxed, depending 
on who owned the stock at the time of the dividend. In Machette v. 
Helvering *° a taxpayer transferred his stock, including the right to re- 
ceive dividends therefrom, to an investment company which he organized 
and controlled. The transfer was made after the declaration of a dividend 
on the stock and even after the date for determining stockholders of record 
entitled to dividends, but it was before the date payable and the actual 
payment. When the dividends were paid to the taxpayer as stockholder 
of record on the record date, he transferred the amount thereof to his in- 
vestment company. 

Although the Board of Tax Appeals ** held that the dividend was 
realized income to the taxpayer because only he, as the stockholder of 
record, could compel its payment, Judge Learned Hand reversed. Citing 
the Avery case for the proposition that the dividends there were not un- 
qualifiedly subject to the stockholders demands until they received their 
checks, he concluded “. . . a fortiori they cannot be so subject before 
their date of payment.” ” 

The Commissioner, however, has recently issued a ruling ** that the 
decision of the Second Circuit in the Machette case is inconsistent with 
the opinion of the Supreme Court in Helvering v. Horst.®* The ruling 
held that where dividends were payable on or before December 31, 1940 
to holders of record on November 27, 1940, and were received and dis- 
tributed by the executor of an estate to a charitable foundation pursuant 
to an assignment made on December 30, 1940, they were taxable income 
to the assignor. Referring to the Tar Products and American Light and 
Traction cases, the Bureau said: 


The decision in Commissioner v. American Light & Traction Co. (156 
Fed. (2d) 398; Ct. D. 1678, C. B. 1946-2,135) and Tar Products Corporation 
v. Commissioner (130 Fed. (2d) 866) are not applicable to the instant case 
because they relate to the question when dividends become taxable as income, 
rather than the question (here presented) who is the owner of the income.” 


As yet this application of the Horst doctrine has not been tested in the 
courts,*** 


9581 F.2d 73 (2d Cir. 1936), cert. denied, 298 U.S. 677 (1936). 

96 32 B.T.A. 59 (1935). 

97 81 F.2d 73, 74 (2d Cir. 1936), cert. denied, 298 U.S. 677 (1936). 

98 ].T. 4007, 1950-1 Cum. Butt. 11 (1950). 

99 311 U.S. 112, 118 (1940), wherein the Court said: “The power to dispose of income 
is the equivalent of ownership of it. The exercise of that power to procure the payment 
of income to another is the enjoyment and hence the realization of the income by him 
who exercises it.” 

100 1950-1 Cum. Butt. 11, 13 (1950). 

101 The Horst case raises other problems of anticipatory assignment of income in 
connection with the distribution of dividends in kind, which are discussed infra. 
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THE MEANING oF “EARNINGS OR PROFITS” 


A corporate distribution, we have seen, is taxable as a “dividend” only 
if it comes from post-1913 earnings or profits, and all earnings or profits, 
whether pre-1913 or post-1913, must be distributed before there can be 
a distribution from any other source. Thus a determination of the mean- 
ing of “earnings or profits” is essential for ascertaining the nature of a 
distribution. The term also has a wider significance for both the stock- 
holder and the corporation than that contained in section 115 since, among 
other things, it is a factor in fixing tax liability for improper accumula- 
tions under section 102, in corporate liquidations under section 112(b) (7), 
and in the excess profits tax.%°? As they relate to corporate dividends, 
however, “earnings or profits” are attributed to a corporation by the grace 
of the Code for the single purpose of measuring the taxability of share- 
holders on corporate distributions. 

Although the concept of “earnings or profits” is the very basis of the 
whole structure of taxing corporate dividends, no one really knows pre- 
cisely what they are. The Code provides a punctilious description of 
“dividends” as distributions out of “earnings or profits’? and then leaves 
“earnings or profits” intensely undefined. This leaves the job of divining 
its meaning primarily to the Commissioner and the courts.** As usual 
in such circumstances, the starting point is legislative intent, but an ex- 
amination of legislative history merely confirms the suspicion that Con- 
gress itself had no clear idea of what it had in mind. Despite the fact 
that the phrase first appeared in section 2(a) of the Revenue Act of 1916, 
it was not until 1940 that Congress provided even a partial explanation 
by adding sections 115(1) and (m) to the Code, and even these have done 
little to clarify matters.*** 


102 “Farnings or profits” is an integral part of the determination of the excess profits 
tax under the Excess Profits Tax Act of 1950 under the historical “invested capital” 
method. See section 458 of the Code for the current Act and section 718 for the repealed 
Act. According to Reg. 112, Sec. 25.718-2: “In general the concept of ‘accumulated 
earnings and profits’ for the purpose of the excess profits tax is the same as for the 
purpose of the income tax.” Due to limitations of space, the following discussion of 
earnings will be oriented primarily to corporate non-liquidating distributions, which is 
the subject of this paper, although reference will be made to cases on improper accumula- 
tion, liquidation, and the excess profits tax, when these throw further light on the issue 
at hand. 

103 The word “courts” is used loosely to include the Tax Court, formerly the Board 
of Tax Appeals which, properly speaking, is not a court, although it is called one. See 
section 1100 of the Code, enacted by section 504(c) of the Revenue Act of 1942; also 
Report of the House Ways and Means Committee on the 1942 Revenue Act, H. R. Rep. 
No. 2333, 77th Cong., 1st Sess. (1942), 1942-2 Cum. Butt. 498. 

104 Section 501(a) of the Second Revenue Act of 1940 added section 115(1) and (m) 
to the Code. Section 115(1) was amended by section 146(a) and (b) of the Revenue Act 
of 1942 (see p. 196 infra). Briefly, section 115(1) specifies rules for determining the effect 
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About all that can be said with certainty is that in referring to “earnings 
or profits,” Congress intended to designate something other than paid-in 
capital. But does the term embrace all corporate assets other than paid-in 
capital, such as unrealized appreciation of property? At least one writer 
appears to think so, although the courts evidently do not agree.*” Ran- 
dolph Paul considers it doubtful that Congress really intended to go so 
far, though it might constitutionally have done so if it wished.** Certainly 
the words “earnings or profits” afford no conclusive proof one way or 
the other. Nevertheless, in ordinary parlance they usually connote some 
sort of realization. The average person would probably not think of 
unrealized increases in property values as anything more than potential 
gain, and it is unlikely that Congress was thinking in the more sophis- 
ticated terms of accountants and economists. Moreover, a definition of 
“earnings or profits” to mean all corporate assets above paid-in capital, 
whether realized or not, would involve formidable, if not administratively 
impossible, problems of valuation every time a distribution is made, since 
corporate book entries could not be relied upon as accurate indicia of the 
true value of corporate assets. 

Consequently, it also seems a reasonable inference that Congress was 
probably referring only to “realized” gain when it spoke of “earnings or 
profits,” or at least this has been the almost unanimous assumption.*” 
The argument now is what constitutes “realization.” *°* Beyond this, 


on earnings or profits of gain or loss and receipt of tax-free distributions, while section 
115(m) specifies rules for ascertaining the part of earnings or profits represented by 
increases in property value accrued before but realized after March 1, 1913. 

105 See Raum, Dividends in Kind: Their Tax Aspects, 63 Harv. L. Rev. 593, 610-13 
(1950), and discussion infra, at p. 223. 

106 PAUL, op. cit. supra note 1, at 166. 

107 See PAUuL, op. cit. swpra note 1, at 176, and Rudick, supra note 1, at 878. In La 
Belle Iron Works v. United States, 256 U.S. 377 (1921), the Supreme Court stated that 
“unearned increment” does not constitute earned surplus for computing “invested capital” 
under the excess profits tax of 1917, even when there has been a reappraisal and write-up 
of the assets. In Chapman v. Anderson, 11 F.Supp. 913 (S.D.N.Y. 1935) it was held 
that a write-up of assets to reflect their true value did not constitute “earnings or profits.” 
On the relevance of accounting practice in determining earnings, see Reg. 111, Sec. 
29.115-3. Comm’r v. South Texas Lumber Co., 333 U.S. 496, 506 (1947) held that a 
corporate taxpayer, filing its federal income and excess profits tax return on the accrual 
basis and reporting income from installment sales on the installment basis under section 44, 
could not, in computing its excess profits tax credit under section 714, include in “invested 
capital” as “accumulated earnings and profits” the unrealized and unreported profits from 
such sales. Justice Black concludes: “. .. The respondent can include in its equity 
invested capital only that portion of its profits from installment payments which it has 
actually received and on which it has already paid income taxes in the years of receipt.” 
Cf. May, Stern & Co. v. Comm’r, 181 F.2d 407 (3d Cir. 1950), cert. denied, 340 U.S. 814 
(1950) and White Bros. Co. v. Comm’r, 180 F.2d 451 (5th Cir. 1950), cert. denied, 340 
U.S. 825 (1950). 

108 See pp. 210-218 infra. 
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section 115(1) provides that gain or loss realized after February 28, 1913, 
shall be included in determining earnings or profits only to the extent 
that it is recognized in computing taxable net income for the year in which 
the gain or loss was realized.*” From here on the definition of “earnings 
or profits” has been purely a product of the regulations and the decisions. 

Within the limits set out above, and without explicitly defining it, the 
Commissioner and the courts have utilized “earnings or profits” primarily 
as a device to approximate a corporation’s power to make distributions 
which are more than just a return of investment. Thus the term has 
developed a function rather than a definition, and the only way to arrive 
at its particular meaning is by analyzing the circumstances of each case 
in the light of its special purpose. 

Fundamentally then, “earnings or profits” is an economic concept. It 
is not the same as taxable net income. A corporation’s own income tax, 
for example, is not deductible in computing taxable net income but must 
come out in computing “earnings or profits,” since payment of the tax 
reduces what is left for distribution to shareholders. On the other hand, 
many items are includible in “earnings or profits” which are not taxable 
income : 


Among the items entering into the computation of corporate earnings or 
profits for a particular period are all income exempted by statute, income not 
taxable by the Federal Government under the Constitution, as well as all 
items includible in gross income under section 22(a) or corresponding pro- 
visions of prior Revenue Acts. Gains and losses within the purview of sec- 
tion 112 or corresponding provisions of prior Revenue Acts are brought into 
the earnings and profits at the time and to the extent such gains and losses 
are recognized under that section (see section 29.115-12). Interest on State 
bonds and certain other obligations, although not taxable when received by 
a corporation, is taxable to the same extent as other dividends when distributed 
to shareholders in the form of dividends.**° 


109 See also Reg. 111, Sec. 29.115-12 and Comm’r v. Wheeler, 324 U.S. 542 (1945). In 
Bangor and Aroostook Railroad Co., 16 T.C. No. 71 (1951), the effect of section 115(1) 
was extended to section 718(a) (4) of the excess profits tax. The taxpayer had in 1942 
repurchased its bonds on the open market, paying less for them than their face value and 
realizing a profit on the difference. Pursuant to the option provided under sections 
22(b) and 113(b) (3), the profit was excluded from the taxpayer’s 1942 income and 
applied instead in reduction of the basis of property held by the taxpayer. Later, in 
calculating its excess profits tax for 1943, the taxpayer used the invested capital method 
for computing its excess profits credit. Part of that credit is “accumulated earnings and 
profits.” The taxpayer included its 1942 bond profit in determining its earnings and the 
Commissioner excluded it. The Court held that while section 115(1) was not literally 
applicable to section 718(a) (4), in so far as it did affect the meaning of earnings it was 
intended to apply for both income and excess profits tax purposes, because the concept 
of earnings in force for the income tax is generally applicable to the excess profits tax. 
Cf. Comm’r v. South Texas Lumber Co., supra note 107. 

110 Reg. 111, Sec. 29.115-3. The next paragraph in the rather scanty regulations relates 
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Despite these differences, there is enough of a correlation between 
“earnings or profits” and taxable net income to make the latter a good 
point of orientation for discussing “earnings or profits.” An alternative 
approach would be to start with the accounting concept of earned surplus 
and make adjustments to get “earnings or profits.” Accounting methods 
vary, however, and taxable net income is chosen as a more uniform stand- 
ard and one which is more likely to be familiar to the reader. 


A. RECONCILEMENT OF TAXABLE NET INCOME AND EARNINGSOR PROFITS 


The adjustment of taxable net income to reach earnings or profits 
involves a number of tax items which fall into three convenient cate- 
gories..* They are: (1) items specifically excluded from gross income 
by section 22(b) of the Code; (2) allowable deductions or credits which 
do not deplete earnings or profits ; and (3) unallowable deductions. These 
groups will be taken in order item by item, and will be followed by a 
discussion of the effect of certain transactions on earnings. 


1. Items Specifically Excluded from Gross Income by Section 22(b) 
of the Code 


(a) Life insurance proceeds. If a corporation has insured the life 
of one of its officers, it can receive the proceeds of the insurance policy 
tax-free on the insured’s death under section 22(b)(1), but they are 
taxable upon distribution like any other property to the extent of earn- 
ings.**” Whether such proceeds constitute earnings has never been decided, 


to depletion and depreciation: “In the case of a corporation in which depletion or de- 
preciation is a factor in the determination of income, the only depletion or depreciation 
deductions to be considered in the computation of the total earnings and profits are those 
based on cost or other basis without regard to March 1, 1913, value. In computing the 
earnings and profits for any period beginning after February 28, 1913, the only depletion 
or depreciation deductions to be considered are those based on (1) cost or other basis, if 
the depletable or depreciable asset was acquired subsequent to February 28, 1913, or 
(2) adjusted cost or March 1, 1913, value, whichever is higher, if acquired prior to 
March 1, 1913. Thus discovery or percentage depletion under all Revenue Acts for mines 
and oil and gas wells is not to be taken into consideration in computing the earnings 
and profits of a corporation. Similarly, where the basis of property in the hands of a 
corporation is a substituted basis, such basis, and not the fair market value of the property 
at the time of the acquisition by the corporation, is the basis for computing depletion and 
depreciation for the purpose of determining earnings and profits of the corporation. . . .” 

111 Several problems not discussed in this section will be treated infra. Among these 
are tax-free reorganizations, distributions in stock of the distributing corporation, and 
distributions in partial liquidation. 

112 [,.T. 2131, [V-1 Cum. Butt. 90 (1925) ; Cummings v. Comm’r, 73 F.2d 477 (1st Cir. 
1934). 
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although there is strong dictum in at least two cases *** that they do. In 
one of these, Golden v. Commissioner,** the Court said: 


At the time distributions were made to the stockholders by the trust com- 
pany, the Valve Company had in its treasury an amount of orthodox undis- 
tributed earnings and profits accumulated since February 28, 1913, which 
exceeded the amount of the distributions. That being so, the inconclusive pre- 
sumption of section (b) above [section 115 (b)] removes the nice question 
of whether life insurance proceeds are ‘earnings and profits’ from the case. 
It is comforting, however, to note that an acute investigator of the subject 
has emerged with an affirmative answer.’ 


The acute investigator is none other than Randolph Paul,’ who points 
out that the exemption of section 22(b)(1) for life insurance pertains 
to the recipient taxpayer and not to the stockholder of a corporation which 
receives the insurance proceeds. 

In addition, as Harry Rudick has pointed out,’** Congressional purpose 
in exempting life insurance proceeds to encourage insurance for the pro- 


113 Cummings v. Comm’r, supra note 112, and Golden vy. Comm’r, 113 F.2d 590 (3d Cir. 
1940). In Lewis v. O’Malley, 140 F.2d 735 (8th Cir. 1944), cert. denied, 1944 P-H 61,037, 
the taxpayer, who owned almost all the stock of a corporation, spent $50,000 of corporate 
funds for two single-premium life insurance policies on his own life and designated his 
son and then a charity as beneficiary. He negotiated loans on the policies and eventually 
surrendered them, receiving checks from the insurer to his own name and turning them 
over to the corporation. Both his own income tax reports and those of the corporation 
listed the policies as corporate assets, and the corporation actually received their full 
value. The District Court, impressed by the loan and surrender privileges given to the 
taxpayer and by his power to designate the beneficiary, which was not the corporation, 
held that there had been a taxable distribution to the extent of the premiums. 49 F. Supp. 
173 (D. Neb. 1943). The Eighth Circuit Court of Appeals reversed on the ground 
that the facts indicated none of the money from the policies had ever inured to the 
taxpayer’s benefit but was used solely in carrying on the business of the corporation. 
Earnings were sufficient to cover the amount of the premiums so that there would have 
been a taxable “dividend” had the Circuit Court sustained the District Court’s determina- 
tion that there was a distribution. Since the corporation enjoyed no gain from the policies, 
however, there would be no addition to its earnings, except in so far as the policies earned 
money. Of course, if the payment of the premiums by the corporation had initially been 
regarded as a distribution from earnings, then the return of the proceeds from the policies 
would logically increase earnings. 

113a Jd, 

114 113 F.2d 590, 592 (3d Cir. 1940). In United States v. Supplee-Biddle Hardware Co., 
265 U.S. 189, 194 (1924), the Supreme Court was far more non-committal: “It is 
earnestly pressed upon us that proceeds of life insurance paid on the death of the 
insured are in fact capital and can not be taxed as income under the Sixteenth Amend- 
ment. ... We are not required to meet this question. It is enough to sustain our con- 
struction of the act to say that proceeds of a life insurance policy paid on the death of 
the insured are not usually classed as income.” 

115 PauL, op. cit. supra note 1, at 149, 161-5. See also MAGILL, TAXABLE INCOME 335-8 
(1936). 

116 Rudick, supra note 1, at 881. 
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tection of those who would be injured by the death of the insured is not 
effectuated where the beneficiary-insurer is a corporation, whose motives 
might be investment as much as protection and whose distribution of the 
proceeds tends to negative the need for protection. Where the corporation 
is beneficiary but not insurer, however, the situation is somewhat different 
and the insurance proceeds are more in the nature of a gift.” 

(b) Annuities. If there is no reduction of earnings when an an- 
nuity is purchased by a corporation, it would not be fair to regard annuity 
payments entirely as earnings, since they represent in part a return of the 
original investment. To count the full amount of the payments as earnings 
would then add to earnings the value of an asset which had merely changed 
its form. In such a case, earnings from the payments should be determined 
in the same way as taxable annuity income under section 22(b) (2), that 
is, they should be increased each year from the payments by 3% of the 
cost of the annuity, leaving the rest of the payment as return of invest- 
ment until the investment has been completely returned, after which time 
the full amount of each payment should constitute earnings. 

On the other hand, if corporate purchase of an annuity is regarded as a 
reduction of earnings to the extent of the difference between the cost of 
the annuity and its cash surrender value, then all annuity payments should 
be credited to earnings as they occur. The reason for this is that the 
earnings have already been discounted for a return of investment by 
reducing future income to its present value, and the increase in value 
with the passage of time is a return of interest or earnings.*** 

(c) Gifts, bequests and devises.*® If a shareholder makes a contri- 
bution to his corporation, it is considered as an addition to capital.**° But 
what about a contribution from an outsider? Although it has been sug- 
gested in dictum that such a gift to a corporation constitutes earnings,’ 
there is no authority to support this point of view. Indeed, the weight of 


117 See discussion of gifts infra. 

118 To date there does not seem to have been any authority on treatment of annuities in 
fixing earnings. The only change since 1941 has been the addition of subsection B 
(employees’ annuities) to section 22(b) (2) by section 162(c) of the 1942 Revenue Act. 

119 The following discussion will deal specifically with gifts, but generally the same 
considerations apply to bequests and devises. Bequests and devises to corporations are 
limited by law in some states. See Note, Validity of State Restrictions on Testamentary 
Disposition to the United States, 59 Yate L. J. 793, 794 (1950). 

120 Reg. 111, Sec. 29.22(a)-16. If a shareholder in a corporation, which is indebted 
to him, gratuitously forgives the debt, the transaction amounts to a capital contribution. 
See Reg. 111, Sec. 29.22(a)-13. For the shareholder the contribution is a non-deductible 
capital expenditure. See Reg. 111, Sec. 29.24-2. See Schweppe v. Comm’r, infra note 137. 

121 Cummings v. Comm’r, 73 F.2d 477, 480 (1st Cir. 1934): “ ‘Earnings or profits’ as 
used in this section [section 115(a)] must mean the same as ‘gains or profits’ in section 
22(a), and a gift to a corporation would be a gain.” 
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authority seems to indicate the contrary. In Edwards v. Cuba R.R. Co.” 


the Supreme Court held that money subsidies granted by the Cuban Gov- 
ernment to an American railroad company to promote railroad construc- 
tion and secure reduced rates for the public and special privileges for the 
Government were contributions to capital and not income within the Six- 
teenth Amendment. This principle has been applied to a variety of gifts 
and subsidies even though the recipient may have performed incidental 
services for the donor.*** 

Under the excess profits tax cases, which constitute practically all the 
authority in point, contributions to corporations have not been regarded 
as earnings. The leading case is Brown Shoe Co. v. Commissioner.’ 
The taxpayer in this case had received cash and other property from 
various communities as inducements to location and expansion of its 
manufacturing operations in those communities. Contracts with the com- 
munities usually required the taxpayer to construct a new factory or en- 
large an existing one, to operate it for an agreed period of time, to employ 
a stipulated number of employees, and to meet a minimum payroll. The 
taxpayer deposited the cash in its general bank account and entered the 
value of buildings to its building account, crediting both to surplus. 

In determining the taxpayer’s excess profits tax by the invested capital 
method, the Commissioner excluded the value of the contributions from 
equity invested capital under section 718.1 The taxpayer argued that the 
contributions were equity invested capital either as part of its “accumulated 
earnings and profits” under section 718(a) (4) or as a “contribution to 
capital’ under section 718(a)(1) and (2). Although there was disagree- 
ment about other issues in the case, the Tax Court,’* the Eighth Circuit 
Court of Appeals,**’ and the Supreme Court, as well as previous author- 
ity,’** all seemed to be in agreement that the contributions did not consti- 


122 268 U.S. 628 (1925). 

123 Frank Holton & Co., 10 B.T.A. 1317 (1928) (contribution of land by local business 
men or a chamber of commerce to induce business to locate on the land) ; Great Northern 
Railway Co., 8 B.T.A. 225 (1927), aff'd, 40 F.2d 372 (8th Cir. 1930) (payments by 
shippers for construction of spur tracks and other facilities); Tampa Electric Co., 
12 B.T.A. 1002 (1928) (reimbursements to power companies for service extensions and 
connections). 

124 339 U.S. 583 (1950). 

125 The Commissioner also disallowed depreciation on the property acquired from the 
contributions, but this part of the case is not relevant here. 

12610 T.C. 291 (1948). 

127175 F.2d 305 (8th Cir. 1949). 

128 Although they do not specifically state that such contributions may not constitute 
“accumulated earnings and profits” under section 718, the following decisions decide so 
implicitly by holding that the contributions are not equity invested capital which includes 
“accumulated earnings and profits’: McKay Products Corporation, 9 T.C. 1082 (1947) ; 
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tute earnings. Justice Clark held that the contributions were “contributions 
to capital” under section 718(a)(1) and (2). 

The real problem, as Mr. Paul says,’** is one of statutory construction. 
What did Congress mean by “earnings or profits”? It is probably unlikely 
that Congress intended to include real gifts within the meaning of the 
term. A good argument can be made that gifts would not ordinarily be 
within the scope of the phrase in everyday usage, for a gift is not a 
“profit,” nor can it easily be said to be “earned.” Nevertheless, the cases 
usually involve transactions which are much more like contracts than 
gifts, and which clearly come closer to the usual meaning of “earnings 
or profits.” If the corporation pays no income tax when it receives con- 
tributions like these, should this exemption be extended to stockholders 
as well on distribution of the property—any more than in the case of 
insurance proceeds? Certainly, the fact that a donation to a corporation 
may not be income in the constitutional sense does not prevent its being 
considered the source of a taxable dividend. Furthermore, if “earnings 
or profits” is to be treated functionally as the measure of a corporation’s 
power to distribute property other than paid-in capital, logic as well as 
legislative purpose would seem to support treating all contributions as 
earnings for dividend purposes so long as they are not clearly within the 
special class of real gifts, which is outside the scope of the term. 

Another type of “gift” is generally regarded as income. Payments to 
producers to keep down production or to merchants for maintaining 
ceiling prices are essentially in lieu of profits that otherwise might be 
earned. The ground on which these “gifts” are distinguished from the 
others and recognized as income appears to be that they are given in 
return for deprivation of income from some other source. Such contribu- 
tions are taxable **® and can be regarded as earnings with even more 
reason than those which are not treated as income. 

(d) Tax-free interest..*' Tax-exempt interest is undoubtedly 
within the meaning of earnings or profits.**” 


Liberty Mirror Works, 3 T.C. 1018 (1944) ; Frank Holton & Co., 10 B.T.A. 1317 (1928) 
(involving the parallel sections of the excess profits tax of 1917). 

129 PAUL, op. cit. supra note 1, at 164. 

180 Payments to agricultural producers under the Soil Conservation and Domestic 
Allotment Act, as amended, the Price Adjustment Act of 1938, section 303 of the Agri- 
cultural Adjustment Act, as amended, and the Sugar Act of 1937, have been ruled to 
constitute taxable income to the recipients for federal income tax purposes. I.T. 3379, 
1940-1 Cum. Butt. 16; I.T. 2992, XV-2 Cum. Butt. 75 (1936); and I.T. 2767, XIII-1 
Cum. Butt. 35 (1934). 

181 Tax-free interest is excluded from gross income under section 22(b)(4) of the 
Code, amended by section 11(d) of the Individual Income Tax Act of 1944 and section 
112(a) of the Revenue Act of 1942. 


182 See Reg. 111, Sec. 29.115-3; R. M. Weyerhaueser, 33 B.T.A. 594, 597 (1935): 
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(e) Compensation for injuries or sickness. Castner Garage, Ltd.’* 
held that such income, even when received by a corporation, is exempt 
from taxation under section 22(b)(5).*** For the same reasons stated 
above with respect to life insurance proceeds, this income should not be 
excluded from earnings. The Tax Court has refused to extend the 
Castner rule to the situation where the taxpayer claiming exemption is a 


2 


corporation holding the policies as investments. In Peoples Finance & 
Thrift Co.,**° a finance company got possession of a client’s insurance 
policies because of his default on payments, and then excluded the pay- 
ments received thereunder from the insurer when the insured got sick. 
The Court held section 22(b)(5) was not applicable, saying: 


... The intention of the statute is clearly expressed on its face to apply the 
exclusion granted only to beneficiaries who suffer an otherwise uncompensated 
loss as the direct result of the sickness or injury of an insured in whom they 
have an insurable interest.'** 


(f) Income from discharge of indebtedness. Under Code section 
22(b) (9) corporations may exclude from their gross income any income 
attributable to the discharge of their indebtedness evidenced by a corporate 
security,**’ provided the taxpayer files consent to the regulations as to basis 


Charles F. Ayer, 12 B.T.A. 284, 287 (1928). Language in the Weyerhaueser case, that 
tax-exempt dividends must be included in earnings or profits, is quoted with approval 
in United National Corp., 2 T.C. 111, 123 (1943). 

133 43 B.T.A. 1 (1940). 

134 Section 22(b) (5) was amended by sections 113 and 127(d) of the Revenue Act 
of 1942. 

135 12 T.C. 1052 (1949), aff'd, 184 F.2d 836 (5th Cir. 1950). 

136 12 T.C. 1052, 1055 (1949). In a concurring opinion Judges Disney, Murdock and 
Opper went further (at 1056): “... Moreover, the compensation must, under the 
statute, be received for personal injuries or sickness. I cannot conceive of this corporate 
petitioner suffering either personal injury, within the intendment of this statute, or any 
sickness at all. A corporation can not suffer sickness; and the doctrine of ejusdem generis 
is, in my view, clearly applicable here, to indicate that only personal injuries of the same 
general nature as sickness are intended. In my opinion, Congress clearly, by the addition 
of the clause as to compensation for personal injuries or sickness, intended to prevent 
mere receipt of money through accident or health insurance, or under workmen’s com- 
pensation acts, from being excluded from gross income of anyone receiving it, and equally 
clearly intended personal injury or sickness to mean bodily or mental injury to the person 
insured or covered by workmen’s compensation acts, and did not extend the benefit of 
exclusion to any assignee or mere holder of insurable interest.” 

137 This provision has been made permanent by section 304 of the Revenue Act of 1951. 
In Schweppe v. Comm’r, 168 F.2d 284 (9th Cir. 1948), affirming 8 T.C. 1224 (1947), a 
corporation owned by a mother and her three children was indebted to the mother for 
$400,000. Although she expressed her intention to forgive the debt, the mother never 
did so, and it was only by successfully pleading the statute of limitations in a suit brought 
by the executor of her estate, that the corporation obtained a discharge of the indebtedness. 
The taxpayer argued that his mother had forgiven the debt, thus making the $400,000 a 
contribution to capital (see supra note 120), which could not be considered the source of 
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under section 113(b)(3).*** Since the operation of section 22(b) (9) 
results in an enforced reduction of basis under section 113(b)(3), the 
amount of the indebtedness discharged will become part of earnings at 
the time of sale of the assets with reduced basis.**® Consequently, no in- 
crease should be made in earnings to reflect the cancellation of indebtedness. 

(g) Improvements by lessee on lessor’s property. Prior to 1942 the 
treatment for income tax purposes of improvements by the lessee on his 
lessor’s property was confused by a number of differing administrative 
and judicial decisions.’*” The 1942 Act *** added section 22(b)(11) to 
the Code, exempting such improvements from gross income, and section 
113(c),**? providing that basis in the hands of the lessor should not be 
affected by reversion of improvements to him in any taxable year after 


a taxable dividend. The Commissioner argued, and both the Tax Court and the Ninth 
Circuit Court of Appeals held, that it was the statute of limitations which barred the 
debt in 1920 and the $400,000 constituted earnings, therefore rendering the distribution 
taxable as a “dividend” under section 115(a). 

188 Section 114(a) of the 1942 Revenue Act removed the requirement of the prior law 
that corporations establish to the satisfaction of the Commissioner that they are in 
unsound financial condition in order to get this exemption. The same provision also 
eliminated the restriction that the indebtedness must have been in existence on June 1, 
1939. Section 114(b) of the 1942 Revenue Act added section 22(b) (10) to the Code to pro- 
vide for the exclusion from gross income of any income realized as the result of a cancella- 
tion or modification of indebtedness of any railroad corporation involved in reorganization 
proceedings under section 77 of the National Bankruptcy Act or in equity receivership 
proceedings. The railroad corporations to which section 22(b)(10) applies are defined 
in section 77(m) of the National Bankruptcy Act, as amended, namely: any .common 
carrier by railroad engaged in the transportation of persons or property in interstate 
commerce except a street suburban, or interurban electric railway, which is not operated 
as part of a general railroad system of transportation, or which does not derive more 
than 50% of its operating revenues from the transportation of freight in standard steam 
railroad freight equipment. 

139 See Reg. 111, Sec. 29.113(b) (3) -1. 

140 In the beginning the Treasury had ruled that the increase in value of the lessor’s 
property was taxable to him upon the termination of the lease. Reg. 45, Art. 48 and its 
predecessors. This was held invalid in Miller vy. Gearin, 258 Fed. 225 (9th Cir. 1919), 
on the theory that the improvements vested in the lessor as soon as completed and had to 
be taxed at that time, if at all. The Treasury subsequently revised its regulations in 
accordance with this decision, taxing the anticipated amount of gain on termination of 
the lease in the year the improvements were completed, and permitting the lessor at his 
option to report this amount in aliquot parts over the remaining life of the lease. Reg. 77, 
Art. 63, as amended, and its predecessors; T.D. 4539, XIV-1 Cum. Butt. 141 (1935). 

Hewitt Realty Co. v. Comm’r, 76 F.2d 880 (2d Cir. 1935) upset this by holding that 
the lessor realized no taxable income in the year the improvements were completed. In 
M. E. Blatt Co. v. United States, 305 U.S. 267 (1938) the Supreme Court held that 
where the tenant promised to make certain improvements, their depreciated value, spread 
over the remaining life of the lease, could not be added to the lessor’s income from the 
lease. Helvering v. Brun, 309 U.S. 461 (1940) held that where on termination of a 
lease by forfeiture the lessor repossessed the real estate and improvements, the increase 
in value attributable thereto was taxable to the lessor in the year of repossession. 

141 Sec. 115(a) of the 1942 Revenue Act. 
142 Sec. 115(b) of the 1942 Revenue Act. 
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December 31, 1941.*** Furthermore, section 113(c) provides that if the 
lessor had reported any income in any taxable year before January 1, 1942 
by reason of erection of such improvements, the basis of his property was 
to be increased to reflect this income. As the committee reports show,** 
the purpose of the change was to make the value of lessee’s improvements 
taxable to the lessor only as a capital gain on sale or other disposition of 
the property. 

Whatever the merits or demerits of sections 22(b) (11) and 113(c), it 
would seem that if the realization of the value of improvements is to be 
deferred for income tax purposes until ultimate disposition of the property, 
no adjustment of earnings need be made, since earnings will be increased 
at the time of disposition by the wider margin between basis and sale or 
exchange value. 

(h) Recovery of bad debts, prior taxes, and delinquency amounts. 
The 1942 Revenue Act **° also added section 22(b) (12) to the Code, ex- 
cluding from gross income recoveries of previously deducted bad debts, 
prior taxes, or delinquency amounts,*** to the extent that the prior deduction 
did not result in an income tax benefit for the year of the deduction, and 
provided certain requirements prescribed by the Commissioner are satis- 
fied. If there were recoveries in more than one year, the non-taxable 
amount which did not result in a tax benefit would be reduced by any 
amount which had been excluded in a previous taxable year under the 
section.*** The Treasury extended the rule *** to all other losses, expendi- 
tures, and accruals made on the basis of deductions from gross income 


143 Sec. 101 of the 1942 Revenue Act. 

144 Report of House Ways and Means Committee on 1942 Revenue Bill, H. R. Rep. 
No. 2333, 77th Cong., Ist Sess., 1942-2 Cum. Buty. 408; Report of Senate Finance Com- 
mittee on 1942 Revenue Bill, Sen. Rep. No. 1631, 77th Cong., 2d Sess., 1942-2 Cum. BuLL. 
564. 

145 Sec. 116(a) of the 1942 Revenue Act, effective under Sec. 116(c) for taxable years 
beginning after December 31, 1938. 

146 According to the Report of the Senate Finance Committee on the 1942 Revenue Bill, 
Sen. Rep. No. 1631, 77th Cong., 2d Sess., 1942-2 Cum. Buty. 565, “bad debts” includes 
worthless securities as well as other debts, even those securities subject to the capital 
loss provisions of section 23(k)(3). “Recovery of a tax” means refund or credit for a 
tax previously paid or cancellation of a purported tax liability accrued and deducted for 
a prior taxable year but never paid. “Delinquency amounts” means any amounts paid or 
accrued for which a deduction or credit was allowed in a prior taxable year and which 
are attributable to failure to file a timely return or pay a tax when due. This would in- 
clude interest on deliquent taxes, both state and federal. The Report and the regulations 
(Reg. 111, Sec. 29.22(b) (12)-1) do not apply the provision to recoveries for bad debts 
previously charged or chargeable against a reserve by a taxpayer using the reserve method 
of deducting bad debts, because the amount of the recoveries is not taken into income 
but credited to a reserve account. See Report of the Ways and Means Committee on the 
1942 Revenue Bill, H. R. Rep. No. 2333, 77th Cong., 1st Sess., 1942-2 Cum. Butt. 409. 

147 Section 156(a) of the 1942 Act added section 127 to the Code, providing for some- 
what different treatment of recovered war losses. 

148 Reg, 111, Sec. 29.22(b) (12)-1. Under the enactment of section 22(b) (12) into law, 
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for prior taxable years but not including deductions with respect to 
depreciation, depletion, amortization, or amortizable bond premiums. 

The “recovery exclusion” allowed by section 22(b) (12) and the regu- 
lations thereunder is an amount equal to the recovered portion of bad 
debts, prior taxes, delinquency amounts, and all other items subject to 
the rules of exclusion which, when deducted or credited for a prior taxable 
year, did not result in any tax reduction to the taxpayer.**® Whether such 
recoveries should be included in earnings despite their exclusion from 
gross income depends upon their prior effect on earnings in the year of 
the deduction. 

To take a simplified example, suppose a corporation suffers losses of 
$100,000 in one year on items subject to the rule of recovery exclusion. 
The following year it recovers $10,000. The $10,000 is excluded from 
gross income under section 22(b) (12). Should it be added to earnings 
or profits? If no earnings or profits existed in the earlier year and the 
corporate loss came out of capital, earnings should not be increased, since 
there has been only a restoration of impaired capital. If earnings were 
reduced by the losses, then logically, the recovery should be applied to 
restore them, provided that capital depletion, if any, has been restored first. 

On the other hand, it might be argued that where earnings have been 
exhausted by losses and capital has been partly depleted, recoveries should 
be allocated to earnings and capital for the current year in proportion 
to the respective share of the losses borne by each.*°® While there may 
be short-term advantages in one alternative over the other, the long-run 
effect would be the same. Allocating income to earnings would, as in the 


the Commissioner took the position that specific mention by Congress of only three items 
in the provision negatived any Congressional intent to apply similar principles to other 
types of recoveries. In Dobson v. Comm’r, 320 U.S. 489 (1943), however, the Supreme 
Court held that Congress did not intend to limit application of the doctrine to specific 
statutory items. See Tye, The Tax Benefit Doctrine Reexamined, 3 Tax L. Rev. 329-30 
(1948). Following the Dobson case, the Commissioner promulgated T.D. 5454, 1945 Cum. 
Buti. 68, amending Reg. 111, Sec. 29.22(b)(12)-1, to apply the recovery exclusion 
principle to “. . . all other losses, expenditures, and accruals made the basis of deductions 
from gross income for prior taxable years, ... .” 

149 Section 22(b) (12) (E) provides special rules in the case of section 102 taxes and 
personal holding company taxes. 

150 This would be a compromise view between the one position that the capital deficit 
must be restored before additions to earnings, and the other that the entire recovery 
should be treated as earnings. Thus, if the corporation had earnings of $50,000 at the 
time of its losses, a loss of $100,000 would be divided equally between earnings and 
capital. Recoveries would be earmarked to earnings and capital in similar proportions, 
$5,000 of a $10,000 recovery going to earnings and another $5,000 replenishing depleted 
capital. Of course, the current earnings would go to restore capital deficit after the 
passage of the current year. Frequently there may be other losses not within section 
22(b) (12). If total losses in the preceding hypothetical case were $200,000, of which 
$100,000 were eligible for recovery exclusion and $10,000 actually recovered, the alloca- 
tion ratio of capital assets to earnings would be 3:1 or 1:1, depending on whether all 
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case of current earnings under section 115(a)(2) where there is a net 
operating deficit, merely tend to defer absorption of earnings by the 
deficit until the end of the taxable year when the earnings are no longer 
current. Alternatively, allocating income to the restoration of impaired 
capital means that future earnings will have less “refuge” in net losses. 
Restoring capital before adding to earnings is simpler and also fairer, 
for if earnings represent ability to distribute over and above capital, they 
cannot logically be increased when a deficit exists.*™ 


2. Allowable Deductions or Credits Which Do Not Deplete Earnings 
or Profits 


(a) Inter-corporate dividends. There has never been any question 
that inter-corporate dividends, though largely exempt from the corporate 
income tax,*** must be included in earnings or profits.** 

(b) Interest on certain federal obligations. Though tax-exempt, 
interest on these obligations must be added back to taxable income to 
arrive at earnings or profits.*™* 

(c) Loss carry-back and carry-over. Sections 23(s) and 122 pro- 


losses or just recovery exclusion losses were deemed relevant. There seems to be no 
reason to introduce ordinary losses into this computation. They are treated differently, 
constituting income in the year when recovered, if deducted and allowed in previous years. 
See Reg. 111, Sec. 29.23(k)-1(b) which provides: “... Any amount subsequently re- 
ceived on account of a bad debt or on account of a part of such debt previously allowed, 
as a deduction for income tax purposes, must be included in gross income for the taxable 
year in which received, except to the extent excludible from gross income under the 
provisions of section 22(b) (12)... .” 

151 Unfortunately, the only case dealing with the question whether amounts subject 
to the recovery exclusion constitute earnings barely articulates its result. This is Lasater’s 
Estate v. Scofield, 74 F. Supp. 458 (W. D. Tex. 1947). In this case a corporation with 
a large deficit recovered a substantial amount of bad debts charged off in loss years from 
which the corporation had derived no tax benefit. During the year of recovery the 
corporation distributed cash dividends to its stockholders exceeding the total net income 
for that year plus the amount of the recovery. While the mathematics of the Court is not 
immediately apparent, it is plain from the statement of the corporation’s finances and the 
conclusions of law that the Court did not regard the recovery as an addition to earnings. 

152 Generally 85% of dividends received by a corporation from a domestic corporation 
will be exempt. See section 26(b) of the Code, as amended by section 122(a) of the 
Revenue Act of 1950, which provides that for dividends in kind the 85% dividends received 
credit will be computed on the adjusted basis of the distributing corporation. A related 
question is whether distribution by one corporation to another which does not constitute 
a “dividend” becomes earnings or profits in the hands of the recipient corporation. Ac- 
cording to section 115(1), the amount of the distribution, to the extent it must be applied 
in reduction of basis, is not added to earnings. See Reg. 111, Sec. 29.115-13. See Rudick, 
supra note 1, at 884-5. 

153 A related question is whether distribution by one corporation to another which does 
not constitute a “dividend” becomes earnings or profits in the hands of the recipient 
corporation. According to section 115(1), the amount of the distribution, to the extent it 
must be applied in reduction of basis, is not added to earnings. See Reg. 111, Sec. 
29.115-13. See Rudick, supra note, at 884-5. 

154 Reg. 111, Sec. 29.115-3. 
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vide for net operating loss carry-backs *°° and carry-overs, which permit 
taxpayers under certain limitations to use the net loss of one year for other 
years. Regardless of how the Code permits losses to be moved from year 
to year for income tax purposes, there can be only one diminution of earn- 
ings or profits for the same loss. Therefore, deductions of losses carried 
forward to years following the years of the actual losses should be added 
back to taxable income to determine earnings or profits for the later 
years if they have already reduced earnings in former years. Similarly, 
when losses are carried back, they should not reduce earnings or profits 
if they have already done so in the year of actual loss. 

(d) Percentage or discovery depletion.*° The regulations provide 
that in computing earnings or profits, depletion is based only on cost or 
other basis, and that discovery depletion and percentage depletion should 
not be taken into consideration.*” As they state, “Thus discovery or per- 
centage depletion under all Revenue Acts for mines and oil and gas wells 
is not to be taken into consideration in computing the earnings and profits 
of a corporation.”’ This position is strengthened by the third sentence of 
section 115(1), which provides that where, in ascertaining adjusted basis 
for computing gain or loss on sale or other disposition in the determination 
of taxable net income, the adjustment to basis differs from the adjust- 
ment necessary for proper determination of earnings or profits, then the 
latter shall be used to arrive at the increase or decrease in earnings from 
the transaction.*** 


155 The carry-back provision was introduced by section 153(a) of the 1942 Revenue 
Act. Both the carry-back and carry-over provisions have been revised by section 215(a) 
and (b) of the Revenue Act of 1950 and by sections 330 (a) and (b), 322(c) (4), and 
344(a) of the Revenue Act of 1951. 

156 Section 114(b) (2) and (4) of the Code, which provides for discovery and percentage 
depletion, has been substantially revised since 1942. 

157 Reg, 111, Sec. 29.115-3. See supra note 110. The same rule applies to depreciation. 
Note that the amortization of emergency facilities provided for by section 124, and now 
revived in section 124(A) (by section 216(a) and (d) of the Revenue Act of 1950), 
has been held to reduce earnings and profits for both invested capital and dividend 
purposes. I.T. 3543, 1942-1 Cum. Butt. 111. 

158 See Rudick, supra note 1, at 886-7 and Reg. 111, Sec. 29.115-12. The 1928, 1926, 
and 1924 Acts provided that distributions from “depletion reserves based on the discovery 
value of mines” were to be treated (where all earnings since February 28, 1913, were 
first distributed) as a return of cost or other applicable basis of the stock. This was omitted 
from the 1932 Act. Thus all distributions made after January 1, 1932 from depletion 
reserves based on the discovery value of mines, may no longer be treated as a return 
of capital. This special provision in the Acts of 1924-1928 applied only to mines. Article 
1546 of regulations 64 and corresponding articles of regulations 69 and regulations 74 
provided that it could not be applied in any other situation. Therefore, in the case of 
distributions from depletion reserves based on discovery value of oil and gas wells, the 
rule has always been the same as the present one: such distributions are taxable dividends 
and not returns of capital. 
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3. Unallowable Deductions 


(a) Income and excess profits taxes. These taxes must be deducted 
from net income to reach earnings since they obviously reduce the amount 
available for distribution to stockholders.*” 

(b) Disallowed losses. Losses which are not “recognized” under 
section 112 are specifically excluded from the computation of earnings 
or profits.**° There are other losses, however, which, though recognized, 
are disallowed for income tax purposes, like those under section 24(b)— 
losses on sales by a corporation to a controlling stockholder ; section 117 
—disallowed capital losses ; and section 118—wash sale losses. The regu- 
lations*™” provide that the fact that a recognized loss is not deductible 
does not prevent its being used to decrease earnings and profits. Reference 
is made specifically to sections 24(b) and 117 by way of example. 

Until 1942 wash sale losses under section’ 118 were in the same 
category, that is, though disallowed as deductions they could be used to 
reduce earnings or profits because they were “recognized” under section 
112. The result was a double subtraction from earnings for the same 
wash sale loss, because the Code also provided in section 113(a) (10) 
for an upward adjustment of basis to the extent of the wash sale loss, 
thus effecting another reduction of earnings at the time of the sale 
of the stock. To illustrate, suppose corporation A sold a block of its 
stock for $50,000 at a loss of $10,000. If A then repurchased the stock 
within 30 days, it would not be allowed to take the $10,000 loss but 
could adjust its basis upward by $10,000. On sale or other disposition of 
the stock, A’s gain would be decreased or loss increased by this amount, 
thus reducing earnings. In addition, under section 115(1), A could 
reduce earnings for the year of the wash sale loss.** 

159 Concerning the question of when tax payments deplete earnings, see Helvering v. 
Alworth, 136 F.2d 812 (8th Cir. 1943), cert. denied, 320 U.S. 784 (1943). This case held 
that for a corporation on a cash basis, 1937 profits available for distribution as dividends 
could be reduced by the federal income taxes for 1936 paid in 1937, but not by 1937 taxes 
payable and actually paid in 1938. Cf. Joan Carol Corporation, 13 T.C. 83 (1949) and 
cases cited therein. In Hadden v. Comm’r, 49 F.2d 709 (2d Cir. 1931), it had been held 
that under the 1917 Act, in the case of a cash basis corporation, income and excess profits 
taxes for 1917 reduced 1917 earnings available for dividends. The 1917 Act is distinguish- 
able from all later Acts, however, on the ground that section 3l(a) thereof defined a 
dividend as any distribution by a corporation out of earnings or profits “accrued” since 
March 1, 1913. The Second Circuit Court of Appeals upheld the taxpayer’s argument 
that “accrued” profits necessarily require deduction of all accrued charges, especially 
federal income taxes. The 1918 Act and all later Acts define dividends as distributions 
out of earnings or profits “accumulated” after February 28, 1913. It is not clear exactly 
why the word was changed. See SEIDMAN, SEIDMAN’s LEGISLATIVE History or FEDERAL 
IncoME TAx Laws, 1938-1861, 893-4 (1938). 

160 Second sentence of section 115(1). 


161 Reg. 111, Sec. 29.115-12. 
162 Rudick, supra note 1, at 888. 
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The error was remedied by the addition of the fourth sentence to 
section 115(1) in the 1942 Act,’ providing: 


. . . For the purposes of this subsection, a loss with respect to which a 
deduction is disallowed under section 118, or a corresponding provision of a 
prior income-tax law, shall not be deemed to be recognized. 


The amendment, intended to clarify the 1940 provisions,*** was made 
effective as if it had been included in section 501 of the 1940 Act.** 

(c) Disallowed life insurance premiums. To the extent that life in- 
surance premiums, which are disallowed under section 24(a) (4), exceed 
the increase in cash value of the policies, they should be deducted from 
earnings or profits, since they reduce income available for distribution 
to stockholders.**** 

(d) Disallowed compensation and other disallowed expenses. Since 
unreasonable compensation, disallowed contributions, and certain unpaid 
expenses and interest deplete income available for dividend distribution, 
they ought to be deducted in arriving at earnings or profits.**° 


EFFECT OF CERTAIN TRANSACTIONS ON EARNINGS OR PROFITS 
A. TAX-FREE REORGANIZATIONS 


Although there is no specific legislative provision on the point, the 
courts have held that where a corporation with accumulated earnings 
transfers its assets to another corporation in a tax-free reorganization, 
the earnings of the predecessor become the earnings of the successor. 
This rule, known as the Sansome doctrine,*” effectively plugged a loop- 
hole through which earnings might have been siphoned off tax-free to 
stockholders by the simple device of a reorganization, merging earnings 
of the old corporation into the capital assets of the new. The rule has 


163 Section 146(a) of the Second Revenue Act of 1942. 

164 Report of the Ways and Means Committee on the Second Revenue Act of 1942, 
H. R. Rep. No. 2333, 77th Cong., Ist Sess., 1942-2 Cum. Buty. 442, and Report of the 
Senate Finance Committee on the Second Revenue Bill of 1942, Sen. Rep. No. 163, 
77th Cong., 2d Sess., 1942-2 Cum. Butt. 591. 

165 Section 146(b) of the Second Revenue Act of 1940. 

165a There are no cases on this point. In Shellabarger Grain Products Co., 2 T.C. 75, 81 
(1943), discussed infra, the Commissioner and the taxpayer stipulated the exclusion from 
earnings of unallowable insurance premium expenses for corporate policies covering the 
life of its chief officer. 

166 Rudick, supra note 1, at 888-9. Unreasonable compensation is disallowed under 
section 23(a), disallowed contributions under section 23(a)(2) and (q), and certain 
unpaid expenses and interest under section 24(c). 

167 Comm’r v. Sansome, 60 F.2d 931 (2d Cir. 1932). See Rice, Transfers of Earnings 
and Deficits in Tax-Free Reorganisations: The Sansome-Phipps Rule, 5 Tax L. Rev. 
523 (1950). 
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been adopted by the Supreme Court *** and extended to a number of other 
tax-free reorganizations.*” 
In the Sansome case Judge Learned Hand said: 


. .. a corporate reorganization which results in “no gain or loss” . . . does 
not toll the company’s life as a continued venture ... and... that what 
were ‘earnings or profits’ of the original, or subsidiary company remain, 
for purposes of distribution, ‘earnings or profits’ of the successor, or parent, 
in liquidation. . . .17° 


This was interpreted in the Campbell case*™ to mean that where a 
change in ownership was brought about by the participation of new in- 
vestors in the reorganization, the corporation became an entirely different 
entity, so that it could not be called a continuation of its predecessors for 
tax purposes and was therefore not subject to the Sansome rule. Com- 
missioner v. Munter ** rejected so narrow a limitation of the Sansome 
rule and held that the introduction of new stockholders did not necessarily 
make the Sansome rule inapplicable. 

The Supreme Court has rejected the rule, however, in another situation. 
In Commissioner v. Phipps*"* a parent corporation effected a tax-free 
reorganization under section 112(b)(6) and acquired the assets and lia- 
bilities of five wholly-owned subsidiaries, four of which had deficits 
amounting to well over $3,000,000 and exceeding the post-1913 earnings 
of the parent. Seeking to apply the Sansome rule, the parent corporation 
reduced its earnings by the accumulated deficit. Both the Tax Court*™* 
and the Circuit Court **° supported the taxpayer on the theory that the 
“continuation” doctrine of the Sansome decision applied to reduce the 
earnings of the resulting corporation as well as to increase them. The 
Commissioner, on the other hand, argued that the Sansome rule applied 
only to prevent tax evasion. 

A unanimous Supreme Court reversed the courts below and upheld the 
Commissioner. Citing Commissioner v. Munter, the Court concluded that 
the Sansome rule was not based on the theory of continuity but on the 
necessity to prevent tax avoidance,’”* and that Congressional ratification 


168 The Supreme Court adopted the rule in Comm’r v. Munter, 331 U.S. 210 (1947). 

169 See Rice, supra note 167, at 526. 

170 60 F.2d 931, 933 (1932). 

171 144 F.2d 177 (3d Cir. 1944). To the same effect is Sharp & Dohme, Inc. v. United 
States, 144 F.2d 456 (3d Cir. 1944). 

172 Supra note 168. 

173 336 U.S. 410 (1948). 

1748 T.C. 190 (1947). 

175 167 F.2d 117 (10th Cir. 1948). 

176 The tax evasion test rather than the continuity test of the Sansome doctrine had 
been used earlier in Samuel L. Slover, 6 T.C. 884 (1946), where the Tax Court held 
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of the Sansome doctrine indicated legislative disapproval of a carry-over 
of deficits which would reduce taxes.*” 

Nevertheless, it had been held in Harter v. Helvering,*** which pre- 
sumably Congress had also ratified, that where corporation A, with 
earnings and profits, was liquidated by its parent corporation B, with no 
earnings but a deficit, the Sansome rule should apply to deduct the deficit 
of the parent from the earnings of the subsidiary in determining the 
earnings available for distribution by the resultant corporation. If the 
deficit of the parent may be deducted from the earnings of the subsidiary 
as in the Harter case, then why not the deficit of the subsidiary from the 
earnings of the parent as in the Phipps case? If tax evasion rather than 
“continued venture” is to be the test of the application of the Sansome 
rule, surely it is no more applicable in the Harter situation than in the 
Phipps. 

Justice Murphy distinguished the Harter case, however, by the intro- 
duction of still a third test, an examination of the tax position of the 
combining corporations had the combination not occurred. In the Harter 
case the receiving parent corporation had no earnings available and thus 
its distributions would have been tax-free anyway. In the Phipps case, 
on the other hand, the receiving parent corporation did have earnings and 
its distributions would have been taxed. Hence, reduction of earnings 
by deficit in the former case is presumably not tax evasion, while in the 
latter case it is. 

This distinction is unrealistic. Under the Harter rule, if corporation A 
with a deficit absorbs corporation:B with earnings, then A’s deficit can 
reduce B’s earnings and effect a corresponding reduction in the taxability 
of distributions of the merged corporations. But if corporation B should 
absorb A, then the Phipps rule would forbid any reduction of earnings. 
There is no justification for such a difference in tax treatment, particu- 
larly where the result of reorganization is otherwise the same, one way 
or the other. 

So far we have assumed that one corporation has earnings while the 
other has a deficit. Suppose both corporations have earnings. If the 
Phipps test for application of the Sansome rule is applied, namely, to 
prevent tax reduction, presumably the earnings of both corporations would 


that a corporate transferee of property did not “inherit” earnings of the transferor cor- 
poration where on reorganization the transferor’s sole stockholder had been taxed on 
receipt of the transferee’s stock as an ordinary dividend. 

177 336 U.S. 410, 421 (1949). There is little, if any, evidence from the facts of the 
Phipps case to indicate that the reorganization was motivated by the desire to avoid 
taxes. The parent corporation had acquired its subsidiaries over a generation prior to 
the reorganization, and no claim of attempt at evasion was made by the Commissioner. 
178 79 F.2d 12 (2d Cir. 1935), another Learned Hand opinion. 
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have to be combined.** Otherwise there would be a tax reduction to the 
extent of any distribution by the resultant corporation in excess of the 
earnings of either of the merging corporations, which might have been 
covered by the earnings of the other merging corporations. By the same 
token, if both corporations have deficits, the Sansome rule would not 
apply to combine them, since there would be no prospect of a tax reduc- 
tion justifying invocation of the rule. Indeed there, as in the Phipps 
case, taxes would be reduced by application of the rule, because addition 
of the two deficits would increase the amount of distributions not taxable 
as “dividends.” 

In short, the general rule would seem to be that earnings of liquidated 
corporations will be carried over but, regardless of whether there was an 
attempt at tax evasion, deficits will not. And if the rule is applicable only 
to prevent tax reductions, as the Supreme Court seems to have indicated, 
it will be used automatically to combine earnings of consolidating cor- 
porations where they all have earnings, but it will not be used to combine 
deficits where there are no earnings. Finally, for those taxpayers clever 
or lucky enough to liquidate the corporation with the earnings and continue 
the one with the deficit, Harter v. Helvering will provide the protection 
which ought to have been extended to all reorganizations motivated by 
bona fide business purposes.**® So much is reasonably clear, at least until 
the next decision of the Supreme Court. 


B. DistRIBUTION IN STOCK OF THE DISTRIBUTING CORPORATION 


Under section 115(f) of the Code, the only stock dividend immune 
from taxation is one constitutionally immune, and this appears to be 
only a dividend which does not result in any change of proportionate 
holdings.*** Whatever the test of taxability, in so far as a stock distribu- 


179 This was actually done in the Phipps case where one of the five subsidiaries had 
an accumulation of earnings and profits. 

180 Of course, it is also true that in the case of two corporations with deficits, there 
is a premium on continuing the corporation with the larger deficit, since the Sansome 
rule would probably not be applied to combine the deficits. The Sansome rule raises 
some other problems. Where there has been a tax-free reorganization transferring part 
of one corporation’s assets to another, there must be a proportionate allocation of 
earnings. For a discussion on this point, see Rudick, supra note 1, at 896-7. It has been 
held that where part of a corporation’s transferred assets have been acquired prior to 
1913, the pre-1913 identification has no effect on the amount of earnings of the transferor 
which are carried over to the successor corporation. See S. K. Mandel, 5 T. C. 684 
(1945), where it was unsuccessfully argued that identifiable pre-1913 assets would have 
to be subtracted from the amount of property transferred in determining the portion of 
total assets transferred for purposes of computing the percentage of total earnings to be 
allocated to the transferee. Note that a tax-free reorganization which is merely a re- 
capitalization under section 115(h) does not affect earnings or profits. 

181 For discussion of the Eisner v. Macomber line of decisions, see supra note 24. 
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tion is not regarded as a “dividend” for income tax purposes, it does not 
reduce earnings. This is the effect of section 115(h) which states: 


EFFECT ON EARNINGS AND PRrorits oF DisTrRIBUTIONS OF STocK.—The 
distribution . . . to a distributee by or on behalf of a corporation of its stock 
or securities, of stock or securities in another corporation, or of property or 
money, shall not be considered a distribution of earnings or profits of any 
corporation— 

(1) if no gain to such distributee from the receipt of such stock or securi- 
ties, property or money, was recognized by law, or 

(2) if the distribution was not subject to tax in the hands of such dis- 
tributee because it did not constitute income to him within the meaning of the 
Sixteenth Amendment to the Constitution or because exempt to him under 
section 115(f) . . . or a corresponding provision of a prior Revenue Act. 

As used in this subsection the term ‘stock or securities’ includes rights to 
acquire stock or securities. 


In Long v. Commissioner *** a taxpayer unsuccessfully contended that 
section 115(h) applied only to the original “distributee” of the stock 
dividend but not to an innocent purchaser. Prior to the time he acquired 
his stock, the corporation had capitalized its accumulated earnings over 
a period of years by the issuance of non-taxable stock dividends and then 
reduced the par value of the stock from $100 to $25 per share, placing 
the reduction in a “capital surplus” account. After the taxpayer acquired 
his stock, the corporation made a distribution charged to “capital surplus,” 
which the taxpayer reported as a return of capital. The Commissioner 
asserted that the distribution was out of earnings because earnings had 
not been reduced by the stock dividends and the Court agreed: 

The wording on this point is plain and unambiguous. If a distribution of 
capitalized earnings is for tax purposes a distribution of earnings, it would 
seem to be a distribution of earnings regardless of who receives it. .. . We 
agree with the Tax Court that whether or not the petitioner had knowledge 
of the prior stock dividends is immaterial. If the distinction contended for 
by the petitioner is to be made, it is for Congress to make it and not for the 
Court.*** 


C. Errect oF DistrIBUTIONS IN PARTIAL LIQUIDATION 7** 


When a corporation liquidates part of its stock by payments to the 
stockholders, the question arises whether the payment comes from “capi- 
tal” or “earnings or profits.” **° The Code provides: 


... In the case of amounts distributed ... in partial liquidation .. . 


182 155 F.2d 847 (6th Cir. 1946). 

183 155 F.2d 847, 850 (6th Cir. 1946). 

184 A partial liquidation is defined under section 115(i) as “a distribution by a corpo- 
ration in complete cancellation or redemption of a part of its stock, or one of a series of 
distributions in complete cancellation or redemption of all or a portion of its stock.” 
185 The question is important to the corporation for purposes of determining its dividends 
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the part of such distribution which is properly chargeable to capital account 
shall not be considered a distribution of earnings or profits. . . .1% 


The regulations *** add only that the part of the distribution allocable to 
capital “shall not be considered a distribution of earnings or profits within 
the meaning of section 115(b) for the purpose of determining taxability 
of subsequent distributions by the corporation.” They do not say how 
the part of the distribution allocable to capital is to be determined. 

The regulations then make a brief parenthetical cross-reference to 
section 29.115-11 and section 29.27 (g)-1. Section 29.115-11 of the regu- 
lations, providing for the treatment of earnings on tax-free exchanges 
and tax-free distributions, says: “In the case . . . of amounts distributed 
in liquidation . . . the earnings or profits of the corporation making the 
distribution are diminished by the portion of such distribution properly 
chargeable to earnings or profits accumulated after February 28, 1913, 
after first deducting from the amount of such distribution the portion 
thereof allocable to capital account.’’ Once again the regulations merely 
reiterate that there must be an allocation but do not say how it is to 
be made. 

Section 29.27 (g)-1 of the regulations is more specific. This provides 
for the computation of the corporation’s dividends paid credit, which is 
allowed for that part of a liquidation distribution properly chargeable to 
earnings or profits. It states: 


(b) Amount properly ch.rgeable to earnings or profits—In the case of 
a distribution in liquidation with respect to which an allowance for dividends 
paid is permissible . . . the amount of the allowance is equal to the part of 
such distribution which is properly chargeable to the earnings or profits 
accumulated after February 28, 1913. To determine the amount properly 
chargeable to the earnings or profits accumulated since February 28, 1913, 
there must be deducted from the amount of the distribution that part allocable 
to capital account. The capital account, for purposes of these regulations, in- 
cludes not only amounts representing the par or stated value of the stock with 


paid credit under section 27(g) and to the remaining stockholders, whose taxability on 
future distributions will be affected by the treatment of earnings. The stockholders whose 
interests are liquidated will pay no dividend tax if the distribution is determined to be 
a liquidation. See section 115(c). Prior to 1942 section 115(c) provided that a gain in 
partial liquidation should be treated as a short-term capital gain. Section 147 of the 
1942 Act, which revised section 115(c), removed this provision, placing reliance solely 
on section 115(g) to prevent taxable dividends, disguised as liquidations, from getting 
capital gains treatment. See Report of the Ways and Means Committee on the 1942 
Revenue Bill, H. R. Rep. No. 2333, 77th Cong., Ist Sess., 1942-2 Cum. Butt. 442, and 
Senate Finance Committee Report on the 1942 Revenue Bill, Sen. Rep. No. 1631, 77th 
Cong., 2d Sess., 1942-2 Cum. Butt. 591. 

186 Section 115(c). 

187 Reg. 111, Sec. 29.115-5. 
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respect to which the liquidating distribution is being made but also that stock’s 
proper share of the paid-in surplus, and such other corporate items, if any, 
which, for purposes of income taxation, are treated like capital in that they 
are not taxable dividends when distributed but are applied against and reduce 
the basis of the stock. The remainder of the distribution in liquidaion is, 
ordinarily, properly chargeable to the earnings or profits accumulated since 
February 28, 1913. ... 


While the regulations do not specifically so state, it may fairly be inferred 
that they intend to determine the allocation to earnings for purposes of 
computing the taxability of subsequent distributions in the same manner 
used for purposes of computing the corporation’s dividends paid credit. 
At any rate, they mention no alternative formula. 

In Foster v. United States*** the Supreme Court held that pre-1913 
earnings and increase in value are “‘capital’’ within the meaning of section 
115(c). Accordingly, when the corporation in 1929 redeemed a portion 
of its stock the 1913 value of which was over $1,000,000 but which was 
worth only $50,000 originally, the amount of the redemption chargeable 
to capital was the 1913 value of $1,000,000 rather than the lower, original 
$50,000 value. Furthermore, it was held that amounts distributed in 
partial liquidation under section 115(c) are not subject to the provisions 
of section 115(b) on the statutory presumption of source of distribution. 
Contrary to section 115(b), such amounts had to exhaust the 1913 capi- 
tal value before any reduction could be made from earnings or profits, 
which were thus ample to render the taxpayer’s distribution taxable as 
a “dividend.” : 

Post-1913 earnings have been treated differently, however. In Helvering 
v. Jarvis**® the Fourth Circuit Court of Appeals held that post-1913 
earnings could not be considered “capital” within section 115(c), and 
that the amount of the redemption distribution would have to be 
allocated to capital only to the extent that “the ratio between the charge 
to capital and capital prior to retirement would be the same as the ratio 
between the number of shares retired and the number of shares out- 
standing prior to retirement.’’*°° Thus, where one-tenth of the capital 
stock of $1,000,000 was redeemed for $1,160,000, only $100,000 of the 
redemption payment was allocated to capital, about $90,000 was allocated 
to the capital account of paid-in surplus, and the remainder of almost 


188 303 U.S. 118 (1938). 

189 123 F.2d 742 (4th Cir. 1941). 

1909 This formula for allocation, which is essentially the same as that prescribed in the 
regulations for computing the dividends paid credit under section 27(g), is not set out 
explicitly in the Jarvis case but is so described in G.C.M. 23460, 1942-2 Cum. Butt. 190. 
It means in effect that the allocation of the redemption price to capital will be that portion 
of stated capital represented by the shares retired. The rest is allocable to earnings. 
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$970,000 was allocated to earnings. Having been reduced by the excess 
over the charge to capital, the remaining earnings plus those accrued in 
the following year were insufficient to cover a subsequent dividend, which 
was consequently distributed partially tax-free.** 

A different approach to the allocation problem was taken in Woodward 
Investment Company,**? which involved the computation of a dividends 
paid credit under section 27(f) of the 1936 Act.** The corporation 
made a liquidating distribution to its sole stockholder pursuant to a plan 
of liquidation which was to be completed in two years. Post-1913 earned 
surplus was $218,000, and total capital and surplus was $446,000.*** The 
Commissioner argued that since the liquidating distribution was below 
the cost basis of the stock to the taxpayer’s sole shareholder and thus not 
taxable, the corporation should not be given any credit for a dividend dis- 
tribution because of the liquidation. He contended in effect that no part 
of the distribution was allocable to earnings. 

The Board disagreed and sustained the taxpayer’s view that the dis- 
tribution was from earnings, and thus a dividend for purposes of the 
dividends paid credit, to the extent of that portion of $113,000, the tax- 
payer’s basis, which the amount of earned surplus bore to the total capital 
and surplus of the corporation.**”® This formula was based on the assump- 
tion that each of the distributions in the plan of liquidation carried with 
it a portion of the capital and a portion of the earnings attributable to 
each share. Although the relevant regulations,’ like the current ones 
set out above,**’ provided for an allocation to capital of the amount repre- 
sented by the liquidated stock, the Court could not follow the procedure 
in the Jarvis case of making such an allocation based on the stated capital 
value of the retired stock, because no specific shares were retired. The 
liquidation was a pro rata distribution on all the stock. In a memorandum 
of the General Counsel, the Bureau ruled that the Woodward and Jarvis 
cases were not inconsistent but “merely reflect the necessary differences 


191 Tn reference to this point, Rudick, supra note 1, at 900, says: “The earnings at 
the time of acquisition of the stock were not sufficient to absorb the entire excess over 
the charge to capital and surplus.” This is not correct. Earnings were more than 
sufficient to absorb the allocation for the liquidation distribution by almost $500,000. It 
was the subsequent dividend distribution which exhausted them. 

192 46 B.T.A. 648 (1942). 

193 Section 27(f) of the 1936 Act was substantially similar to present Code section 
27(g). 

194 These are approximate figures. 

195 218,000/446,000, or, roughly, 49% of $113,000, which amounted to about $55,000. 

196 Article 27(f)-1 of regulations 94. 

197 Supra at p. 201. 
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in the application of a general principle to different types of situations.” *°* 


The Jarvis formula was followed in A. H. Rice,"*® where there was a 
liquidation of the holdings of one of two stockholders and then the other. 
The Woodward formula was followed in Shellabarger Grain Products 
Co.,°° where there was a pro rata distribution in partial liquidation on 
all shares outstanding. In the latter case the Court said: 


. . . Since in the case of distributions in liquidation or partial liquidation 
the order thereof as between earnings or profits and capital is not fixed by 
the statute, we know of no better or more accurate way of determining what 
part of a distribution in partial liquidation is properly chargeable to capital 
and what part to earnings or profits than to consider the facts of the par- 
ticular case and apply as best we can the rule of reason. . . .?% 


198 G.C.M. 23460, 1942-2 Cum. Butt. 190. The Bureau also announced its withdrawal 
of non-acquiescence in the Jarvis case: 


“Premised upon the decision of the Supreme Court of the United States in Benjamin B. 
Foster v. United States (303 U.S. 118), it was heretofore the position of the Bureau 
that a distribution in liquidation must first be applied against the capital account until 
that account is exhausted before any portion of the distribution may be applied against 
post-1913 earnings and profits, and the Bureau so argued before The Tax Court in the 
instant case. That position has been reconsidered and it is now believed that it is not 
tenable in view of the fact that the court in Helvering v. Jarvis, supra, limited the 
doctrine of the Foster case to cases involving pre-March 1, 1913, earnings and profits. 

“The Jarvis case, supra, involved a distribution in complete retirement of certain 
shares during the year 1934, and the court in effect held that the charge to capital should 
be such an amount that the ratio between the charge to capital and capital prior to 
retirement would be the same as the ratio between the number of shares retired and the 
number of shares outstanding prior to retirement. Paid-in surplus was treated the same 
as capital, and the balance of the distribution was charged to earnings and profits. 

“The Jarvis case involved a distribution in complete retirement of part of the corpora- 
tion’s outstanding stock during a single taxable year. In the Woodward case stock was 
not retired during the taxable year under consideration, but a liquidating distribution 
was made pursuant to a plan of liquidation which was to be completed in two years. The 
formula used by The Tax Court in the Woodward case is based upon the assumption 
that each of the distributions carries with it the portion of the capital and the portion 
of the earnings and profits attributable to each share. It is therefore the opinion of this 
office that the decisions in the Jarvis and Woodward cases are not inconsistent, and that 
they merely reflect necessary differences in the application of a general principle to dif- 
ferent types of situations. The non-acquiescence in William D. P. Jarvis v. Commissioner 
(43 B.T.A. 439, C.B. 1941-1, 16) has accordingly been withdrawn... .” 


199 Alexander H. Rice, 1 TCM 245 (1942). 

2002 T.C. 75 (1943), aff'd except for modification on another point, 146 F.2d 177 (7th 
Cir. 1944). 

2012 T.C. 75, 82, 83 (1943). The Shellabarger case also involved the question whether, 
for the purpose of determining the character of a distribution under section 115(c), 
earnings of the current year are to be regarded as earnings or used to reduce a capital 
deficit existing at the beginning of the year. The Court held that since the test of the 
nature of a distribution in liquidation is section 115(c), and section 115(a) and (b) does 
not apply, “earnings and profits to the extent necessary to absorb the deficit in capital 
and paid-in surplus must be regarded as ‘property chargeable to capital account’ and 
only the excess regarded as ‘earnings or profits accumulated after February 28, 1913.’” 
Hence, “to the extent the earnings or profits of the petitioner for the taxable year . 
exceed the deficit in capital and paid-in surplus existing as of the beginning of the 
taxable year, the petitioner did have earnings or profits available for distribution and is 
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Application of the “rule of reason” thus seems to have led to the 
Woodward formula where there is a pro rata distribution on all the 
stock, and the Jarvis formula where there is complete cancellation and 
redemption of a specified number of shares of stock. What is the “rule 
of reason” for this difference? Since the Jarvis formula bases the alloca- 
tion to capital upon the amount of capital represented by the retired shares, 
it cannot be applied when there is a pro rata distribution on all the shares. 
Nevertheless, it is clear that the principle of the Woodward case, namely, 
that every liquidation carries with it a portion of the capital and a portion 
of the earnings of the corporation, can and should be applied in both types 
of liquidation. 

The Jarvis formula allocates to earnings the entire amount of the 
redemption payment over and above the allocation to capital of a sum 
equal to the portion of the capital account represented by the retired 
shares. Thus, where the redemption price of the stock far exceeds its 
capital value plus its proportional share of other capital items like paid-in 
surplus, the Jarvis formula allows a relatively small allocation to capital 
and a relatively large allocation to earnings. In so far as the corporation’s 
earnings account is reduced, remaining stockholders will enjoy greater 
freedom from taxation on subsequent distributions. At the same time, 
the stockholders whose interests are liquidated lose nothing by having 
their distributions heavily allocated to earnings, since they will escape the 
ordinary income tax on the dividends anyway. Furthermore, the remain- 
ing stockholders will also enjoy the indirect benefit of a dividends paid 
credit to the corporation under section 27(g), which is measured by the 
amount of earnings deemed to have been distributed. 

This situation is best exemplified by the Jarvis case itself. It will be 
remembered that stock representing capital of $100,000 was redeemed in 
that case for $1,160,000. The allocation to capital was only $100,000, 
plus $90,000 allocated to paid-in surplus. The remaining $970,000 was 
charged to corporate earnings, which were reduced so low as a result 
that a subsequent distribution to remaining shareholders was partly tax- 
free. 

On the other hand, where the liquidation payment is less than the 
capital represented by the retired shares, under the Jarvis formula the 
whole payment is charged to capital and there is no allocation to earnings. 
This leaves the remaining stockholders with an unduly large portion of 


gs 
“earnings or profits,’ making more of their subsequent distributions tax- 


entitled to a dividends paid credit . . . to the extent that the distribution . . . is properly 
” 


chargeable to such earnings or profits. . . 
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able as “dividends,” and allowing the corporation no dividends paid 
credit under section 27(g).°*” 

The Woodward theory can be applied to avoid both these extremes by 
allocating the distribution between capital and earnings according to the 
capital and earnings position of the corporation at the time the distribution 
is made. To illustrate, suppose corporation X, with total assets of 
$2,000,000, a stated capital of $1,000,000, and $500,000 in post-1913 
earnings, decides to make a partial liquidation of 50% of its stock. There 
are ten stockholders, each of whom holds one-tenth of the 10,000 shares, 
which have a par value of $100 per share and are worth $200 per share 
at fair market value. Each share represents a stated capital investment 
of $100, earnings of $50, and appreciation of $50. On liquidation at 
$1,000,000, $750,000 should be allocated to capital ($500,000 to original 
capital and $250,000 to appreciation) and $250,000 to earnings. The 
remaining stockholders with half the capital investment would be left 
with their due half of the earnings. 

If the redemption price is less than the original capital investment, the 
Woodward principle will again produce a more equitable result than the 
Jarvis rule. Assume that the fair market value of the stock in the above 
hypothetical case had fallen to $75, and 50% (or 5,000 shares) of the 
stock was redeemed at $375,000. Each share of stock would then represent 
a stated capital of $100, $50 of “earnings or profits,” and an actual loss 
of $25. The adjustment for the liquidation payment should then be made 
by charging $500,000 against original capital and $250,000 against 
earnings. Remaining stockholders would then be left with stock having 
a par value of $500,000, a real value of $375,000 and “earnings or profits” 
of $250,000. 

The chief objection to this approach might be that it is an apparent 
anomaly to make allocations for a distribution which are not mathematical 
equivalents to the distribution itself, such as allocating $500,000 to capital 
and $250,000 to earnings for a liquidating distribution of $375,000. But 
it really is not at all anomalous to do so, as the essential purpose of the 
allocation is to adjust capital and earnings to reflect the changed position 
of the corporation after the liquidation. This can be done accurately by 
reducing all corporate accounts proportionately when any interest in the 
corporation as a whole has been retired. The anomaly lies in the attempt 
of the Jarvis rule to base the allocation on a mathematical equivalency be- 


202 This was the case in Fowler Brothers & Cox, Inc., 47 B.T.A. 103 (1942), aff'd, 
134 F.2d 617 (6th Cir. 1943), and Nordberg Mfg. Co. vy. Kuhl, 166 F.2d 331 (7th Cir. 
1948), where distributions in partial liquidation were below the par value of the retired 
stock. The allocation to capital was the amount of the full par value of the stock and 
no charge was made to earnings. 
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tween such entirely disparate quantities as the amount of the liquidating 
distribution and “stated capital” and “earnings or profits.” *° 


DIsTRIBUTIONS IN KIND 


The statutory definition of a “dividend” in section 115(a) says that a 
“dividend” is any distribution out of earnings by a corporation to its 
shareholders, whether in money or in other property. A “dividend” in 
kind, therefore, should have the same effect upon earnings as any other 
taxable “dividend”: to reduce earnings by the amount of the distribu- 
tion.*** But what is the amount of such a distribution? Is it book value 
or fair market value? Section 115(j) has a specific answer : 


Valuation of Dividend.—If the whole or any part of a dividend is paid 
to a shareholder in any medium other than money the property received other 
than money shall be included in gross income at its fair market value at the 
time as of which it becomes income to the shareholder. 


This provision was intended to insure the taxation of dividends in kind 
at fair market value rather than at their frequently low, corporate book 
value.*°”’ As its heading indicates, it is simply a valuation provision, and 
the use of the word “dividend” is limited to what has already been 
defined as a “dividend’’ for tax purposes under section 115(a). Conse- 
quently, section 115(j), far from establishing its own measure of tax- 
ability of corporate distributions apart from the earnings test, relates 
instead only to the valuation of distributions which have already been 
deemed taxable because they come from “earnings or profits” as specified 
in section 115(a). A corporation with no earnings under section 115(a) 


203 The above comparison of the Jarvis and Woodward theories of allocation has 
covered only liquidations of specific shares and excluded pro rata liquidations among all 
the shareholders. As already pointed out (supra p. 203), the Jarvis rule cannot apply to 
such pro rata liquidations. The Woodward theory, which is applied here, seems to produce 
a fair result. 

The allocation problem has recently been given an entirely new twist. In St. Clair 
Estate Co., 9 T.C. 392 (1947), which involved the computation of a dividends paid credit 
for a personal holding company, the Tax Court interpreted the Shellabarger case to mean 
that an allocation between earnings and capital for payments in partial liquidation was 
necessary only where there was no proper proof identifying the allocation of payments. 
It was held that the taxpayer had successfully proved the distribution was from earnings 
and no allocation to capital was made. Four judges dissented vigorously on the ground 
that the Shellabarger case required allocation to earnings and capital. The statute, the 
regulations, and the cases seem to indicate that they are right. 

204 Of course, this is not true of a stock dividend, which is non-taxable under Eisner v. 
Macomber and the subsequent stock dividend cases. See note 24 supra. 

205 PauL, op. cit. supra note 1, at 152. There is no legislative history for section 115(j). 
The regulations under section 115(j) simply repeat the statutory provision (Reg. 111, 
Sec. 29.115-10). 
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cannot distribute a taxable “dividend,” regardless of whether its distribu- 
tion is in cash or property, while a corporation with earnings can dis- 
tribute a taxable “dividend” in property only to the extent that its earnings 
cover the fair market value of the property at the time of the dividend. 

So much is reasonably clear. But when the property in question has 
changed in value in the hands of the distributing corporation many diffi- 
cult problems arise. Suppose a corporation with no “earnings or profits” 
has invested $10,000 of its $100,000 of paid-in capital in property which 
has appreciated $50,000 in value. The corporation then distributes this 
property to its stockholders as a dividend in kind. First, the distribution 
might be regarded as a realization to the corporation of the $50,000 
appreciation in value, so that $50,000 would be added to earnings, render- 
ing this much of the $60,000 distribution taxable as a “dividend.” In the 
end the corporation would have $90,000 of its paid-in capital, and the 
stockholders would have $60,000 in property, of which only $10,000 
escaped taxation as a “dividend.” If the $50,000 in appreciation is not 
regarded as realized, then earnings remain at zero and there can be no 
taxable “dividend”’ at all. 

The problem is essentially the same even where earnings are present, 
although its significance may lie more in the effect on future rather than 
present distributions. Assume that the corporation above had an addi- 
tional $60,000 in earnings at the time of the dividend. While the 
distribution would then clearly be taxable as a “dividend,” the question 
whether it constitutes a realization and thus adds $50,000 to corporate 
earnings remains important for the tax status of subsequent distributions. 
With $50,000 more in the earning account, future distributions would be 
taxable as “dividends” until the $50,000 would have been exhausted. 

A further difficulty arises in the last mentioned type of situation, 
where the corporation has earnings which cover any part of the appreciation 
in the property distributed as a dividend in kind. If distribution of the 
appreciated value does not constitute realization of earnings by the cor- 
poration, there will be no addition to earnings. Should there then be 
the usual subtraction from existing earnings which have been used to 
qualify the distribution as a taxable “dividend”? If so, the corporation 
in the hypothetical case above would have its earnings account depleted 
by distribution of appreciated value which is not itself regarded as 
earnings, although, to be sure, stockholders will be taxed on the distribu- 
tion as a “dividend” to the extent that earnings are depleted. In other 
words, appreciation would then be recognized as earnings only to reduce 
but not to increase the “earnings or profits” account. On the other hand, 
if the appreciation is to be taxed as a “dividend” on the ground that it 
constitutes a distribution of existing “earnings or profits,” it seems para- 
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doxical at best to say that the corporation’s earnings remain unaffected 
by this distribution of its earnings. 

Thus far the discussion has been restricted to cases of appreciation in 
the value of corporate assets which are distributed as dividends in kind. 
Additional problems are raised by distributions in kind of corporate 
assets which have depreciated *°® in value. Suppose that the investment 
of our imaginary corporation with $60,000 in earnings, instead of rising 
from $10,000 to $60,000, should sink to $5,000 and then be distributed 
as a dividend in kind. Would the loss be considered realized on distribu- 
tion of the dividend so as to decrease earnings? And quite apart from 
the problem of realization, would the earnings of $60,000 be reduced by 
$5,000, the amount of the actual distribution, or by $10,000, the cost to 
the corporation? Still more questions develop, for example, where earnings 
are insufficient to cover the original cost. Should there be a charge to 
deficit for earnings in the amount of the deficiency, contrary to the 
general rule that a dividend cannot create such a deficit? *°’ Is this de- 
sirable in view of the fact that the stockholder cannot be taxed on this 
part of the distribution because there are no earnings to make it a 
“dividend” ? 

No problem in the field of “earnings or profits” serves better to probe 
the fundamental concept behind that term than the treatment of corporate 
distributions in kind. Certainly few are as confused, for this disturbing 
labyrinth of the tax law is almost entirely uncharted by the Code or the 
regulations, and quite unenlightened by the courts. 

The point has already been made that a primary question is whether 
the distribution of a dividend in kind constitutes a realization to the 
corporation of changes in its value. There are two sides to this question. 
We have been considering the side of the stockholder, who is interested 
in the realization because of its effect on corporate earnings, which 
determine his liability for taxes on dividends. The other side is that of 
the corporation, which is interested in the realization because it determines 
corporate liability for taxes on income. In both cases there must be a 
realization of gain or loss, first before there can be an appropriate change 
in earnings affecting the taxability of dividends to the stockholders, and 
second, before there can be an adjustment in net taxable income affecting 


the taxability of the corporation.** 


206 As used in this discussion “depreciation” means decline in value other than the 
depreciation for wear deductible under section 23(1). 

207 See note 50 supra. 

208 This discussion is therefore not concerned with the problem of including in earnings 
the changes in value of corporate assets which are clearly unrealized. See the earlier 
treatment of this matter (supra p. 182). Instead, a distribution is assumed and the problem 
revolves largely around the question of whether the distribution constitutes realization. 
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As we have seen, “earnings or profits” and net taxable income are by 
no means synonymous, so that inclusion in one does not necessarily mean 
inclusion in the other.*° There is little doubt, however, that gain or loss 
which is regarded as realized by the corporation for purposes of com- 
puting its taxable net income will also be reflected in “earnings or profits,” 
except in so far as an adjustment may be necessary to reflect the amount 
of the change in tax.**° It would seem logical that if there has been no 
realization for purposes of computing taxable net income, there would be 
none ior computing earnings, since the differences between taxable net 
income and earnings, though they clearly exist, have never been based 
on a distinction between the type of realization needed for one as opposed 
to the other. Nevertheless, the question of the effect of a dividend in 
kind on earnings has often been discussed independently of its effect on 
taxable net income. Therefore, treatment of the effect of a dividend in 
kind on earnings breaks down into two parts: 


A. Whether the change in value of the distributed property will be 
regarded as realized for purposes of computing taxable net income (in 
which case it will also be realized for purposes of computing earnings) ; 
and 

B. Whether the change in value of the distributed property will be 
reflected in earnings quite apart from its effect on taxable income. 


The following discussion will treat these two problems in this order and 
then turn to the other questions which have been raised. 


A. Errect oF DISTRIBUTIONS IN KIND ON TAXABLE NET INCOME 


The General Utilities case. The leading case on the question whether 
appreciation ** in value of property distributed as a dividend in kind con- 
stitutes realization of taxable income to the distributing corporation is 
the much interpreted and misinterpreted General Utilities case.”** In 1927 
General Utilities, a Delaware corporation, acquired 20,000 shares of 
Islands Edison stock for $2,000. The following year, when the stock was 
worth over $1,000,000, the corporation wrote up their appreciated value of 
the stock on its books and distributed it as a dividend pursuant to a reso- 
lution which stated: 

. . that a dividend in the amount of $1,071,426.25 be and is hereby 
declared on the Common Stock of the Islands Edison Company at a valuation 


209 See p. 183 supra. 

210 See p. 195 supra. 

211 The ensuing discussion will deal chiefly with the problem raised by distribution 
of property which has appreciated rather than depreciated in value, since this is the usual 
situation and since the obverse of statements about appreciation will apply to depreciation 
unless otherwise noted. The effect of depreciation is discussed more specifically infra. 
212 General Utilities Co. v. Helvering, 296 U.S. 200 (1935). 
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of $56.124 a share, out of the surplus of the Company arising from the 
appreciation in the value of the Common Stock of the Islands Edison Com- 
pany held by this Company, viz. $1,120,500.00, the payment of the dividend 
to be made by the delivery to the stockholders of this Company, pro rata, 
of certificates for the Common Stock of the Islands Edison Company held 
by this Company at the rate of two shares of such stock for each share of 
Company Stock of this Corporation.?%* 


Soon after the dividend, all the stockholders of General Utilities sold 
their Islands Edison stock at $56.12} per share to the Southern Cities 
Utilities Company. General Utilities reported a gain on 910 shares, which 
it had retained from the dividend and sold directly, but not on the 19,090 
shares distributed to stockholders. The Commissioner sought to tax the 
difference between the $2,000 cost and the sale price of all 20,000 shares 
as income to the corporation and accordingly assessed a deficiency. 

When the case arrived before the Board of Tax Appeals,”* the Com- 
missioner, citing the Kirby Lumber case,” argued simply that the dividend 
declaration indebted the corporation to its stockholders in the amount of 
$1,071,426.25, and discharge of that liability by delivery of property 
costing less than the amount of the debt constituted income to the extent of 
such difference. The Board reviewed the authorities and then said: 


From the above cases the rule is deducible that, where the dividend resolu- 
tion imposes only the obligation to distribute in kind and it is discharged in 
that way, no gain or loss results to the corporation. Counsel for respondent 
in his brief concedes this to be the correct view. 

Our question then is to determine whether the resolution of March 22, 
1928, was one declaring a dividend of an amount of money, or whether it 
declared a dividend payable in stock of the Islands Edison Company... . 
(italics added) 4° 


In conclusion, though with six members dissenting, the Board decided 
that the dividend was intended to be one of stock rather than money and 
so resulted in no taxable income. 

When the case was appealed,”*’ the Commissioner repeated his conten- 
tion below and raised a new issue. He argued that the sale of securities by 
the stockholder was really a sale by the corporation through its stock- 
holders with all the terms agreed upon before the dividend.*** The Circuit 
Court sustained the Board as to the point on which the case had been dis- 
posed of below, but on the matter newly raised it upheld the Commissioner. 


213 296 U.S. 200, 202 (1935). 

214 29 B.T.A. 934 (1934). 

215 Kirby Lumber Co. v. United States, 284 U.S. 1 (1931). 

216 29 B.T.A. 934, 939 (1934). 

217 74 F.2d 972 (4th Cir. 1935). 

218 See Comm’r vy. Court Holding Co., 324 U.S. 331 (1945), where this argument proved 
successful. This case is discussed infra. 
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On certiorari to the Supreme Court, the Commissioner reiterated his 
successful and unsuccessful arguments and brought up for the first time 
an entirely different point, namely, that where a corporation pays a divi- 
dend in stock which has increased in value, it thereby realizes the gain on 
its investment.”*” This, of course, is exactly the point on which the Com- 
missioner had conceded the opposite view before the Board. Justice 
McReynolds, speaking for a unanimous Court, made no direct reference 
to the Commissioner’s last-ditch argument, but there can be little doubt 
that the Court rejected it: 


Both tribunals below rightly decided that petitioner derived no taxable gain 
from the distribution among its stockholders of the Islands Edison shares as a 
dividend. This was no sale; assets were not used to discharge indebtedness. 

The second ground of objection, although sustained by the court, was not 
presented to or ruled upon by the Board. The petition for review relied wholly 
upon the first point ; and, in the circumstances, we think the court should have 
considered no other. Always a taxpayer is entitled to know with fair certainty 
the basis of the claim against him. . . .??° 


Whatever one may feel about the merit of this decision, it clearly up- 
holds the view of the Board that the appreciated value of a dividend in 
kind does not constitute income to the distributing corporation. Finally, 
as if to dispel any lingering doubts in the minds of most devoted adherents 
of the rejected argument to the contrary, the Court says: 


. . . To remand the cause for further findings would be futile. The Board 
could not properly find anything which would assist the Commissioner’s 
cause.?*4 


Nevertheless, it is still maintained that the General Utilities case does 
not stand for the proposition that appreciated value of corporate assets 
distributed as a dividend in kind cannot be taxable income.*** The argu- 
ment, which thus far has commended itself almost exclusively to the 
Treasury, and frequently not even there, *** is based on the dubious theory 
that the Court, ignoring the Commissioner’s last argument, decided the 
case solely on the question whether the dividend had been declared in terms 
of dollars or in terms of property. The contention completely misses the 
point that even if the Court did refuse to note the Commissioner’s belated 


219 See PAUL, op. cit. supra note 1, at 172. 

220 206 U.S. 200, 206 (1935). 

221 206 U.S. 200, 207 (1935). 

222 This view has the authoritative support of Randolph Paul, who first expressed it 
in his early study on “earnings or profits.” (Sce PAu, op. cit. supra note 1, at 173). 
It has since been repeated elsewhere, most recently in Raum, Dividends in Kind--Their 
Tax Aspects, 63 Harv. L. Rev. 593 (1950). 

223 See Raum, supra note 222, at 597. 
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attempt to revive an argument he had conceded at trial, its decision that 
the dividend was in terms of property rather than dollars was significant 
only because a dividend of property was regarded as incapable of con- 
stituting realization of income to the corporation. Consequently, if the 
Treasury is interested in taxing the appreciated value of a dividend in 
kind as income to the corporation, it would seem that it might do better to 
try to keep the skeleton of General Utilities in its closet instead of parad- 
ing it around in a shroud. 

The Stratford case. Since the General Utilities case there have been 
three significant decisions qualifying the broad rule that the distribution 
of property as a dividend in kind cannot constitute income to the dis- 
tributing corporation. One of these is the Stratford case.*** It was there 
held that where notes previously charged off and deducted as bad debts 
were distributed to stockholders as a dividend in kind, collections subse- 
quently made by an officer of the bank acting for the stockholders con- 
stituted taxable income to the bank. The Tax Court opinion,”*° five judges 
dissenting, had held the General Utilities case was controlling and that 
the collections were therefore not taxable income to the bank. But the 
Fifth Circuit Court of Appeals reversed, invoking the theory of antici- 
patory assignment of income from the rationale of Helvering v. Horst,” 
and saying: 

... The enjoyment of the economic benefit was realized as completely as 
it would have been if the bank had collected the notes in dollars and cents and 


907 


paid the money as a dividend to its shareholders. . . .?*7 


In distinguishing the General Utilities case, the Court found that the 
distribution was not in fact a true dividend in kind but rather an assign- 
ment of the right to future income. The Court said that what was dis- 
tributed in the General Utilities case was property actually representing 
capital assets, whereas the notes distributed in the instant case were held 
to have lost their status as capital by the charge-off and deduction: 


. . . Whether or not the respondent corporation made an assignment of 
anticipatory income upon the distribution of its dividend in kind depends upon 
the nature of the property distributed in relation to the capital structure of 


224 Comm’r v. First State Bank of Stratford, 168 F.2d 1004 (5th Cir. 1948). 

2258 T.C. 831 (1947). 

226 311 U.S. 112, 118 (1940), where it was held that a cash-basis owner of negotiable 
bonds was taxable on interest payments on negotiable interest coupons detached from 
the bonds before their due date and delivered as a gift to his son, who collected the 
interest on maturity of the coupons that same year. The Supreme Court invoked the 
following broad principle: “The power to dispose of income is the equivalent of owner- 
ship of it. The exercise of that power to procure the payment of income to another is 
the enjoyment, and hence the realization, of the income by him who exercises it... .” 

227 168 F.2d 1004, 1009 (Sth Cir. 1948). 
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the corporation. In this case, the charged-off debts no longer represented an 
asset except in the sense that any vested right to receive income is an asset ; 
the notes had a basis of zero, and were no longer reflected in the capital struc- 
ture of the corporation. They merely represented potential income to the 
extent of the tax deduction previously allowed.*** 


A similar conclusion was reached in Rudco Oil & Gas Co. v. United 
States,?”® where the Court of Claims held that a dividend in kind of interests 
in oil and gas leases for a period long enough to pay the distributees a stated 
sum out of the production of each lease, was an anticipatory assignment 
of income and hence taxable to the corporation. Although it might have 
been argued that this was not a dividend in kind anyway, because of the 
specific statement of a fixed sum in the dividend resolution,*”° the Court 
rested its argument on the Horst case. Curiously, the Stratford case was 
not mentioned. 

The Court Holding Co. case. The next important case is Commissioner 
v. Court Holding Co.,”** which involved a liquidating distribution rather 
than a regular dividend in kind, but which is nevertheless relevant here 
for its limitation of the General Utilities doctrine. The taxpayer was a 
corporation whose only asset was an apartment house. After the corpora- 


228 168 F.2d 1004, 1007 (5th Cir. 1948). First State Bank of Matador v. Comm’r was 
on all fours with the Stratford case. The first opinion, 6 TCM 1047 (1947), decided on 
the basis of the Tax Court’s opinion in the Stratford case, was reversed in 172 F.2d 224 
(5th Cir. 1949) on authority of the Fifth Circuit’s reversal of the Stratford case. See also 
Apt v. Birmingham, 89 F. Supp. 361 (N. D. Iowa 1950). 

229 82 F. Supp. 746 (Ct. Cl. 1949). 

230 Although a dividend in kind of corporate property is held not to produce gain or 
loss for the corporation, and consequently has no effect on earnings, if the resolution 
declares a dividend in a certain sum and it is later paid in property, gain or loss is 
considered realized and earnings are affected. The theory is that the declaration of a 
cash dividend creates an ascertainable debt to the stockholders, and satisfaction of that 
obligation with property having an original cost to the corporation greater or less than 
the amount of the debt results in loss or gain. Cf. Kirby Lumber Co. v. United States, 
284 U.S. 1 (1931). This was the first argument of the Commissioner in the General 
Utilities case, supra p. 211. It has recently been held that where a corporation used a 
dividend in kind to pay dividends on cumulative preferred stock, the distribution was 
not in payment of an obligation. Although the cumulative dividends were due, there was 
no obligation until the dividend was declared, and since it was declared in kind, there 
was no discharge of debt with the distribution of appreciated property, and thus no 
realization of income to the corporation. Zalk-Josephs Co., 10 TCM 662 (1951). 

Note that for purposes of determining the basic surtax credit, the credit for dividends 
paid in kind under section 27(d) of the Code applies both where the dividend is declared 
in property and where it is declared in cash and later paid in property. There is no 
chance, however, for the declaring corporation to get a dividends paid credit on the amount 
of appreciation in corporate assets, because the credit allowed is the adjusted basis of the 
property in the hands of the corporation at the time of payment or the fair market value 
of the property at the time of payment, whichever is lower. See Reg. 111, Sec. 29.27(d)-1. 
231 324 U.S. 331 (1945). 
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tion had entered negotiations and agreed on terms for sale of its property, 
it declined to consummate the contract because of the large potential tax 
liability due to the gain from the sale. The corporation then distributed 
the property to its stockholders as a liquidating dividend, and the stock- 
holders sold it to the same party who had dealt with the corporation and 
on substantially the same terms. 

Agreeing with the Commissioner and the Tax Court,”*’ the Supreme 
Court held that the sale was actually made by the corporation, which 
consequently realized the gain therefrom and was taxable on it. Justice 
Black concluded his brief opinion as follows: 


232 


... The incidence of taxation depends upon the substance of a transaction. 
The tax consequences which arise from gains from a sale of property are not 
finally to be determined solely by the means employed to transfer legal title. 
Rather, the transaction must be viewed as a whole, and each step, from the 
commencement of negotiations to the consummation of the sale, is relevant. 
A sale by one person cannot be transformed for tax purposes into a sale by 
another by using the latter as a conduit through which to pass title. To permit 
the true nature of a transaction to be disguised by mere formalisms, which 
exist solely to alter tax liabilities, would seriousely impair the effective ad- 
ministration of the tax policies of Congress.*** 

The scope of the Court Holding Co. doctrine has not been clear. In 
Guinness v. United States *** it was applied to add to corporate earnings 
the gain from a sale by a stockholder of corporate property distributed 
as a dividend in kind, thus increasing earnings so that they covered the 
amount of the distribution and rendered it taxable as a “dividend” to 
the stockholders. In United States v. Cumberland Public Service Co.** 
the Supreme Court distinguished the Court Holding Co. case on the 
ground that its decision there rested upon the fiindings of the Tax Court 
that a sale had been made and gain realized by the corporation. Referring 
to its description of the stockholders in Court Holding Co. as a “conduit 
through which to pass title,” the Court, again through Justice Black said : 


This language does not mean that a corporation can be taxed even when 
the sale has been made by its stockholders following a genuine liquidation 
and dissolution. While the distinction between sales by a corporation as com- 
pared with distribution in kind followed by shareholder sales may be par- 
ticularly shadowy and artificial when the corporation is closely held, Congress 
has chosen to recognize such a distinction for tax purposes. .. . 

Here, on the basis of adequate subsidiary findings, the Court of Claims has 


2822 T.C. 531 (1943). 

283 324 U.S. 331, 334 (1945). 

23475 F, Supp. 119 (Ct. Cl. 1947), cert. denied, 334 U.S. 819 (1948). See p. 219 infra. 
235 338 U.S. 451 (1950). 
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found that the sale in question was made by the stockholders rather than the 
corporation. . . .7°° 

The Transport Trading & Terminal Corp. case. The last case is Com- 
missioner v. Transport Trading & Terminal Corp.*** In this case the 
taxpayer, which was the wholly-owned subsidiary of another corporation, 
purchased 10,000 shares of a shipping company from its parent at a public 
auction for $20,000. Since the parent had bought the stock for $500,000, 
it claimed and was allowed a capital loss of $480,000. Several years later, 
when the value of the stock had greatly appreciated due to the war, and 
after some indefinite negotiations with one Dant, the taxpayer declared 
a dividend in kind of the stock to its parent, which in turn sold it soon 
afterward to Dant for $582,285. The parent reported the transaction in 
its tax return as a sale of property having a cost basis equal to the amount 
realized from the selling price. The Commissioner, however, included 
the difference between $582,285 and the original $20,000 cost to the 
taxpayer as part of the taxpayer’s income. 

Three arguments were presented to the Tax Court *** by the Commis- 
sioner: (1) the transfer was without any business purpose and solely for 
tax saving purposes ; (2) the sale was in substance a sale by the taxpayer ; 
and (3) the appreciation in the value of the stock was taxable even though 
there was a valid distribution in kind. The Tax Court refused to apply 
the business-purpose test of Gregory v. Helvering **° which it pointed out 
had been held inapplicable in other non-reorganization cases. 

Nor did it accept the Commissioner’s argument on the basis of the 
Court Holding Co. case **° that the sale was in substance one by the tax- 


236 338 U.S. 451, 454-5 (1950). 

237 176 F.2d 570 (2d Cir. 1949), cert. denied, 338 U.S. 955 (1950), rehearing denied, 
339 U.S. 916 (1950). 

2389 T.C. 247 (1947). 

239 293 U.S. 465, 470 (1935). In this case the taxpayer caused its wholly-owned cor- 
poration to transfer 1000 shares of stock in another corporation which it held among its 
assets to a third corporation, which then issued all its shares to the taxpayer. Shortly 
afterwards the new corporation was liquidated by distribution of the 1000 shares to the 
taxpayer, who then sold them. The whole purpose of the plan was to produce a lower 
tax liability than that which would have ensued from a direct transfer by way of dividend. 
The Court held that since the corporation was organized as a contrivance and without 
a real business purpose, it would be disregarded for tax purposes. Said Justice Sutherland : 


“In these circumstances, the facts speak for themselves and are susceptible of but one 
interpretation. The whole undertaking though conducted according to the terms of sub- 
division (B) [Section 112(i)(1)(B) of the Revenue Act of 1928], was in fact an 
elaborate and devious form of conveyance masquerading as a corporate reorganization, 
and nothing else. The rule which excludes from consideration the motive of tax avoidance 
is not pertinent to the situation, because the transaction upon its face lies outside the plain 
intent of the statute. To hold otherwise would be to exalt artifice above reality and to 
deprive the statutory provision in question of all serious purpose.” 


240 Supra p. 214. 
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payer. Instead, it found that “Dant made no definite commitment. 
He had not agreed to purchase the stock before the declaration of the 
dividend in kind and thus “There [was] not present here a situation 
where negotiations for the sale had been pushed to an advanced stage 
or had even been started by the corporation prior to the distribution or 
dividend so as to bring the instant case within the rationale of . . . Com- 
missioner v. Court Holding Co. . . .”’ **” 

As to the final contention that the appreciation in value of stock is 
taxable to the distributing corporation where it has been distributed as a 
dividend in kind, the Court briefly pointed out, as the Commissioner had 
conceded, that the General Utilities case holds otherwise. The decision 
for the taxpayer was unanimous. 

On appeal Judge Learned Hand reversed the Tax Court, rejected its 
understanding of the facts, and accepted the applicability of the Gregory 
business-purpose doctrine. The Court felt that even if Dant had not 
bound himself to buy the shares, “the declaration of them as a dividend 
in kind with the expectation that the Parent would at once sell them, might 
alone have been enough to make their proceeds the ‘amount realized’ in 
the equation of a ‘long-term capital gain’ under $117(a) (4).” ** Then, 
said the Court: 


. .. In short we might hold that a ‘distribution’ in such circumstances 
was not the kind of ‘distribution’ which the statute had in mind; it was not a 
‘dividend’ declared in the ordinary course of business. . . .*** 


But the Court thought “the case is far stronger than that,” for it could 
not agree that Dant had not committed himself to buy. Thus: 


. . . the declaration of the dividend . . . was not that kind of ‘distribution’ 
which §115(a) presupposes. It was not a distribution for the purposes of the 
Parent’s business, but only in order to escape a tax and such a ‘distribution’ 
is not among those contemplated in the section. . . .**° 


To sum up, General Utilities still stands clearly for the proposition that 
the appreciation of property distributed as a dividend in kind does not 
constitute income to the distributing corporation. Nevertheless, there are 
at least three theories which may circumvent the General Utilities doctrine 
in special circumstances. First, there is the rationale of anticipatory as- 
signment of income, used in the Stratford and Rudco cases. It is difficult 
to predict how far the rationale of the Horst case will go toward upsetting 
the tax immunity of dividends of unrealized appreciation in kind. So far 


2419 T.C, 247, 255 (1947). 

242 Td. at 256. 

248 176 F.2d 570, 571 (2d Cir. 1949). 
244 Jd, at 572. 

245 Td, 
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it has not been used in the ordinary situation where a corporation declares 
a dividend of property with a value in excess of basis. Both the Stratford 
and Rudco situations are atypical, and it may be argued that they are 
distinguishable on the ground that both involved distributions of property 
which would have earned taxable income for the corporation had it been 
held, while the more usual dividend in kind involves property on which the 
taxable income would be realized through sale. If a corporation merely 
distributes in kind what it might have distributed in cash, the transaction 
smacks less of tax avoidance than the distribution of anticipated income. 
Nevertheless, the language of the Supreme Court in the Horst case, that 
the exercise of the power to dispose of income is the enjoyment and hence 
the realization of income, might be applied to the unrealized appreciation 
of property distributed as a dividend in kind, especially when the stock- 
holder realizes the gain himself soon after the dividend. Once such value 
is recognized as income to the corporation, there would be little reason 
not to recognize it as earnings. 

Second, there is the doctrine of the Court Holding Co. case to the effect 
that where a sale by stockholders of property distributed to them as a 
dividend is in reality a sale by the corporation consummated through its 
stockholders, the corporation will be held to have realized the gain from 
the sale as income and will be taxable on it. In line with the Cumberland 
case, however, this theory can be applied successfully only where the real 
nature of the transaction is such that the court would be justified in 
regarding the stockholders merely as a conduit for the transfer of property 
from the corporation to the purchaser. Whether the sale is by the corpo- 
ration or by the stockholders is in every case a question of fact, based 
upon a “shadowy and artificial’’ distinction. 

Finally, there is the rationale of Judge Learned Hand in the Transport 
Trading & Terminal case, which does not rely upon the Court Holding Co. 
doctrine, but achieves substantially the same result by application of the 
Gregory business-purpose rule. If a corporation is held to have realized 
income by the distribution of property which is subsequently sold by 
the stockholders, it makes little difference either to the corporation or the 
stockholder whether the result is based on the theory that the sale was a 
mere formality or that the dividend had no business purpose. In both 
cases the gain will be included in the taxable net income of the corporation 
and added to corporate earnings for the purpose of making the distribu- 
tion taxable as a “dividend” to the stockholders. Nevertheless, the exten- 
sion of the Gregory rule affords still another opening for whittling away 
at the General Utilities doctrine, and has probably become more important 
as an alternative to the theory of the Court Holding Co. case as the latter 
has been limited by the Cumberland decision. 
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B. Errect or DistrisuTIONS IN Kinp ON EARNINGS 
1. Symmetry with General Utilities 


The theory of the General Utilities case that distribution of property does 
not constitute a realization of gain to the distributing corporation, has 
generally been applied to the computation of its earnings even where there 
is no question of the effect on its taxable net income.*** Thus, a dividend 
in kind will not be regarded as a taxable “dividend” to the stockholder 
except in so far as there are sufficient earnings from other sources at the 
time of the distribution to cover its fair market value. 

Similarly, an exception to the theory of the General Utilities case may 
make the distribution of appreciated property constitute realization of 
earnings to the distributing corporation even where there is no question 
of the effect on its taxable net income. Guinness v. United States **" is 
an example. In this case a partnership, owning all of a corporation which 
in turn owned 165,000 shares of certain stock, made an agreement as 
agent of the owner to sell the stock at a large profit. The corporation sold 
15,000 shares directly to the buyer and declared a dividend of the remain- 
ing 150,000 shares to the partnership as stockholder. Following the divi- 
dend, the partnership proceeded to sell the shares to the buyer. The ques- 
tion at issue was whether the sale of the latter portion of the stock had not 
in fact been made by the corporation. If it was made by the corporation, 
then the corporation realized a profit of over $19,000,000 and hence had 
additional earnings of that amount which would qualify the distribution 
of stock as a “dividend.” On the other hand, if the corporation did not 
realize the profit from the sale, then the partnership did not receive a 
taxable “dividend” except to the extent that the corporation then had 
realized earnings, that is, to the extent of somewhat over $4,000,000. 

Basing its decision on the Court Holding Co. case,*** the Court of 
Claims concluded that “in legal effect, the corporation sold the stock and 
hence, in effect, distributed the dividend to the partnership out of realized 
earnings.” **° Writing before the opinion of the Supreme Court in the 


246 National Carbon Co., 2 T.C. 57 (1943), aff'd, 1944 P-H {61,110 (2d Cir. 1944) ; 
Comm’r v. Timken, 141 F.2d 625 (6th Cir. 1944). Both the National Carbon and Timken 
cases have been widely cited and followed. For an elaborate listing of cases which have 
followed the General Utilities rule in computing taxable net income and ascertaining the 
effect on earnings of both liquidating and non-liquidating distributions, see Molloy, Some 
Tax Aspects of Corporate Distributions in Kind, 6 Tax L. Rev. 57, 60 (1950). 

247 73 F. Supp. 119 (Ct. Cl. 1947), cert. denied, 334 U.S. 819 (1948). 

248 Supra p. 214. 

249 Supra note 247, at 131. 
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Cumberland case,**° Judge Madden said about the scope of the Court 

Holding Co. case: 
... We recognize that the opinion in that case stressed the finding by the 

Tax Court that the shareholders acted for the corporation in selling the prop- 

erty which there produced the profit which was taxed to the corporation. As 

we see it, that ‘finding’ was not so much a finding of fact as the decision of 

the case after considering the law and the policy applicable to it. There, as ' 

here, the corporation was a puppet, and if other laws and policies had been in , 

question, it would have been as easy there as here, and perhaps more realistic, 

to find that whatever was done, whether in the name of the corporation or of 

the shareholders, was done for the shareholders, the real owners and con- 

trollers of the corporation’s acts. In the Court Holding Company case, as in 

ours, the shareholders caused the corporation to first distribute the property 

which it owned to the stockholders, which they, in turn, transferred im- : 

mediately to the intended purchaser, the indirect route being traveled there, ) 

as here, for the purpose of escaping the tax on the corporation which was | 

applicable to the corporation’s profit. We think that uniformity of tax adminis- 

tration requires that we reach the same result in what we regard as essentially 

the same kind of case.**" 


2. Asymmetry 


Thus far the treatment of distributions of appreciated property for 
purposes of determining realization of earnings and taxable net income 
has shown a certain parallelism. The test of the General Utilities rule or 
of its exceptions produces similar results for both, whether applied to 
the problem of ascertaining realization of taxable net income and con- 
sequently having an automatic effect upon earnings, or applied directly 
to the problem of ascertaining realization of earnings independently of 
the consideration of taxable net income. There are several theories about 
the treatment of earnings, however, which do not fall into this symmetrical 
pattern of the concept of realization. 

The Wakefield case. Virst, there is the theory that if the distributing 
corporation purchased the distributed property from earnings, then the 
property is “out of” earnings and so taxable as a “dividend” to the share- 
holder on distribution at its full fair market value, regardless of the 
amount of earnings at the time of distribution. Binzgel v. Commissioner *°* 
is a fountainhead of confusion on this point. It has been variously in- 
terpreted as standing for the proposition that an increment in the value 
of corporate property distributed as a dividend in kind will be taxed to 
the stockholder as a “dividend,” in the absence of a showing that earnings 





250 Supra p. 215. 
251 Supra note 247, at 131-2. 
25275 F.2d 989 (2d Cir. 1935). 





’ 


£ “ 7 ee = “ eninaisis ” 
. . - <. pi NGS N 4 
1952] DIVIDENDS” AND “EARNINGS OR PROFITS 221 


from other sources were insufficient to absorb the enhanced value of the 
distributed property,*’’ or for the proposition that such a distribution 
will be so taxed when the property involved had originally been purchased 
from earnings or profits.** 

Commissioner v. Wakefield *°° states the theory most clearly. There it 
was held that regardless of the amount of earnings at the time of distribu- 
tion, the full fair market value of a distribution of stock in another cor- 
poration was taxable as a “dividend,” if the stock was originally purchased 
out of post-1913 earnings. Timberlake v. Commissioner *** is sometimes 
cited with the Wukefield case for this rule.*** In the Timberlake case it 
was held that the bargain sale to a stockholder of shares in another cor- 
poration held by his corporation, without an express declaration of a 
dividend, could not escape the determination that the excess value of the 
shares over cost to the stockholder was taxable as income of the stock- 
holder. The shares had been purchased by the corporation at $100 each 
and subsequently sold to stockholders at $150 each although worth more. 
The Court held that the stockholder must include in his gross income “the 
difference between the amount paid for the property and its fair market 
value to the extent that such difference is in the nature of a distribution of 
earnings or profits taxable as a dividend.” 

Although there is no indication in the Timberlake case, either in the 
Tax Court opinion ** or in that of the Circuit Court, as to whether the 
stock there involved had been purchased out of earnings, the Timberlake 
case has often been treated as involving corporate property purchased 
wholly from earnings, and so has been cited with the Wakefield case and 
distinguished from those cases where distributions of unrealized appre- 
ciated value has been held not to be taxable as a dividend.” A more 
reliable distinction for this purpose, however, since the fact is clearly 
shown, is that the corporation in the Timberlake case had available for 
distribution as dividends at the time of the dividend in kind, earnings and 
profits exceeding the value of the appreciation on the distributed prop- 
erty.°°° This is also true of the two cases where Timberlake has been 
followed as authority on this point.** 


258 Paulina Dupont Dean, 9 T.C. 256, 266 (1947). 

254 Herbert G. Hanan, 3 TCM 670, 672 (1944). 

255 139 F.2d 280 (6th Cir. 1943). 

256 132 F.2d 259 (4th Cir. 1942). 

257 Charles R. McLean, 3 TCM 1174, 1176 (1944) ; Elizabeth N. Sager, 3 TCM 1176, 
1178 (1944) ; Herbert G. Hanan, 3 TCM 670, 672 (1944). 

258 46 B.T.A. 1082 (1942). 

259 Supra note 257. 

260 This is used as the distinguishing element of the case in Paulina Dupont Dean, 
9 T.C. 256, 266 (1947). : 

261 Susan Strake Trust, 1 T.C. 1131 (1943); V. U. Young, 5 T.C. 1251 (1945). 
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This leaves us with the Wakefield case as the mainstay of the theory 
that a distribution of appreciated property will be treated as a “dividend” 
if purchased from earnings. There is no other authority for this point 
of view,” and it has even been implied that !Vakefield is no longer good 
law.*** For the most part, the case has been distinguished *** but it has 
never been clearly overruled. 

Ramifications of Wakefield. The rationale of the Court in the Wakefield 
case seems to be based upon the unusual notion that once property is 
purchased out of earnings, it continues to represent earnings even though 
the actual earnings of the corporation are far below its value. As the 
opinion states : 


. . . What the partnership received was not the cash paid for the stock, 
but the stock itself. The securities clearly did not represent capital, nor did 
their distribution deplete capital. The distribution was made possible only by 
the expenditure of earnings and profits, and it depleted only earnings and 
profits. Hence the transaction fell within the definition of §115(a) of the 
Revenue Act of 1936, and constituted . . . a dividend. . . .7° 


Presumably, if the earnings which were available at the time of the dis- 
tribution had not been sufficient to cover the initial cost of the property, 
as they were,” then there would have been some depletion of capital by 
the distribution, but this is not clear. Nor is it clear how it can be de- 
termined whether a purchase was actually made out of earnings, except 
by assuming it was from earnings if earnings at the time of acquisition 
were sufficient to cover the cost. - 

Having decided in this manner that the distribution was a “dividend” 
under section 115(a), the Court proceeded to use section 115(j) as the 
measure of its taxability. Section 115(j), however, is not an independent 


262 The Wakefield case is cited approvingly only in a dubious reference in the concurring 
opinion of Judge Whitaker in Guinness v. United States, 73 F. Supp. 119, 134 (Ct. Cl. 
1947) (infra p. 224) and in Comm’r v. First State Bank of Stratford, 168 F.2d 1004 
(5th Cir. 1948), which is discussed supra p. 213. 

263 Jane Easton Bradley 9 T.C. 115 (1947), where the Wakefield case was distinguished 
on the ground that it had relied on section 115(j) (there was. no elaboration of this point), 
and that the Timken case had superseded it. See also Henry S. McKee, 3 TCM 683 
(1944) and Acheson, 3 TCM 1242 (1944). 

264 Usually on the ground that it involved corporate property purchased from earnings 
or profits. This distinction is made in at least five cases: Herbert G. Hanan, 3 TCM 
670 (1944); Charles R. McLean, 3 TCM 1174 (1944); Elizabeth Sager, 3 TCM 1176 
(1944) ; Henry S. McKee, 3 TCM 683 (1944) ; and Beach Petroleum Corp., Ltd. 5 TCM 
638 (1946). In Paulina Dupont Dean, 9 T.C. 256 (1947), Wakefield was also distinguished 
on the time during which the securities had been held by the corporation, which was in 
Wakefield only for a few months. 

265 139 F.2d 280, 281 (6th Cir. 1943). 

266 See the decision of Judge Kern in the Board of Tax Appeals for further details 
(47 B.T.A. 1043 (1942) ). 
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measure of taxability but merely a valuation provision.*” In short, the 
opinion circumvents the whole problem whether distribution of appreciated 
property constitutes realization of earnings by the following simple, though 
not altogether convincing and only partly articulated, argument. If a 
corporation has enough earnings at the time of purchase to cover the cost 
of property it has acquired, then there has been no expenditure of capital 
in getting the property. On distribution of this property as a dividend in 
kind, it will come within the definition of a taxable “dividend” under 
sections 115(a) and (b) if there are sufficient earnings to cover the cost 
of acquisition. Once the distribution qualifies as a “dividend” under 
section 115(a), then it need only be measured by application of section 
115(j). The character of the distribution as a taxable “dividend” is 
determined apart from the amount which is taxable. 

This argument has been somewhat improved by elimination of the 
irrelevant point that the original purchase by the corporation must have 
been out of earnings.*** As restated, it is that where earnings cover the 
cost or adjusted basis of a distribution in kind, then the latter is “out of 
earnings or profits” under section 115(a) and backed by earnings or 
profits “to the extent’? of cost or adjusted basis under section 115(b). 
Once it has been established that the distribution is a “dividend” under 
section 115(a) and (b), then it is taxable as such to the extent of the fair 
market value of the property under section 115(j).*” 

But if section 115(a) and (b) merely “characterizes” a distribution 
when taxability is then determined under section 115(j), why should the 
theory be limited only to situations where earnings cover the cost or 
adjusted basis of the distributed property? It would be only a slight step, 
if it may be called a step, to the next point, that earnings need not even 
cover cost or adjusted basis, but that any amount of earnings would be 
enough to serve as a catalyst, so to speak, which precipitates the operation 
of section 115(j)."° Thus a corporate distribution of property purchased 
at $50,000 and appreciated to $100,000 could be made taxable as ordinary 
“dividend” income to stockholders simply by virtue of earnings amounting 
to $1, even though there would clearly be a capital impairment of at least 
$49,999, to say nothing of the amount of the appreciation. The theory 


267 Supra p. 207. 

268 Raum, supra note 222, at 609. 

269 See Bierman, Corporate Distributions of Appreciated and Depreciated Property: 
Some Tax Aspects of Dividends in Kind in ProceepIncs oF NEw York UNIVERSITY 
NintH ANNUAL INSTITUTE ON FEDERAL TAxATiIon 1053, 1062 (1951). 

270 The distinction justifying section 115(j) as the measure of taxability where earnings 
cover basis, as opposed ‘o the orthodox earnings test where they do not, is an elusive one 
at best. 
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seems to afford no logical ground for using the $1 in earnings to qualify 
the appreciation as a “dividend” without also qualifying the cost. On 
the other hand, if the corporation should lose or distribute the $1 in 
earnings before the dividend in kind, the whole distribution would be 
tax-free! An alternative would be to treat as a “dividend” that part of 
the fair market value of the distribution represented by the ratio between 
earnings and cost or adjusted basis. Thus, using the same example, $1 of 
earnings would qualify $2 of the distribution as a taxable “dividend.” 
Again, however, by distributing its earnings before making a distribution 
in kind, the corporation can effect a considerable tax saving for its 
stockholders. 

The argument therefore leads to results which were plainly not con- 
templated by the statute. Logically applied, it could mean the taxation 
of a return of capital as ordinary income. Furthermore, it puts a heavy 
premium on exhausting earnings before declaring a dividend in kind, for 
which there is no justification in the statute. While the legislative history 
of section 115(j) is rather obscure, it has almost universally been in- 
terpreted as only a valuation provision and not a measure of taxability, 
as the argument would make it out. Finally, the whole proposition is 
simply a back-door device for overthrowing a long established and gener- 
ally accepted rule, of which Congress has been aware and must be deemed 
to have approved,” and which Congress alone should revise, if indeed 
there is to be any revision at all. 

A theory somewhat similar to-the one just discussed was the basis of 
the concurring opinion of Judge Whitaker in Guinness v. United States.?™ 
There the partnership-stockholder received a dividend of stock in another 
corporation, which had been acquired by the distributing corporation for 
$3,010,000 but sold soon after its distribution for $21,850,000. Corporate 
earnings at the time of distribution were $4,361,963.25. Judge Whitaker 
disagreed with the majority that the Court Holding Co. case was con- 
trolling but reached the same result that the distribution was a taxable “divi- 
dend.” He reasoned that the distribution of property costing $3,010,000 
only reduced earnings from $4,361,963.25 to $1,351,963.25, and hence: 
“Tt follows that the distribution could not have been out of capital because 
there were sufficient earnings out of which it could have been made.” 7° 
The logic is certainly clear enough: if every distribution is out of earnings 
“to the extent thereof’’ under section 115(b) and earnings are left after 
the distribution, then the distribution must have been out of earnings. The 
unmentioned assumption, however, is the same as that in the Wakefield 


271 Raum, supra note 222, at 605. 
272 Supra p. 219. 
273 73 F, Supp. 119, 134 (Ct. Cl. 1947). 
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argument: earnings will be reduced only to the extent of the cost or ad- 
justed basis of the property, but taxability will be measured by fair market 
value. The theory is thus open to the objections outlined above. 


3. Reduction of Earnings 


Whether earnings should be charged with the cost or adjusted basis 
of the distributed property rather than its fair market value, is also a 
problem quite apart from its significance in the preceding arguments. All 
the foregoing discussion has been confined to the effect of a distribution 
in kind on earnings as respects the question whether the amount of the 
appreciation should be added to earnings, either on the theory that it has 
been realized or on some other theory. This is by far the most important 
question for purposes of ascertaining the effects of the current distribution, 
the taxability of which as a “dividend” will be determined by those earn- 
ings, if there are no others available. It also affects future distributions 
in so far as it increases the earnings account and renders them taxable as 
“dividends.” Another and separate question, however, is the extent to 
which a distribution will reduce earnings regardless of whether it caused 
an addition to earnings in the first instance. This question is significant 
only for the effect on future distributions, since the extent to which a 
dividend in kind will reduce existing earnings has no effect on its own 
taxability. The authorities on this point are confused and contradictory. 

Some of the decisions avoid the question of the extent to which the 
distribution reduces earnings, either because it is academic, due to the fact 
that earnings do not exceed cost and thus must be exhausted under both 
tests,°“* or because the courts deem it unwise in any case to venture 
further into the fog than is absolutely necessary.*” 

In R. D. Merrill Co.*** the Tax Court came to the conclusion that where 
a corporation distributes a dividend in kind of property the fair market 
value of which at the time of the distribution is Jess than its cost or ad- 
justed basis, the subtraction from earnings should be the cost or adjusted 
basis rather than the fair market value.*"* Judge Disney stated the theory 
as follows: 


Though finding, therefore, no assistance in the cases cited, we are of the 
2 ai . . . . . . 
opinion that, where nonwasting corporate property is distributed in kind after 


274 Comm’r v. Timken, 141 F.2d 625 (6th Cir. 1944). 

275 Paulina Dupont Dean, 9 T.C. 256 (1947) ; Jane Easton Bradley, 9 T.C. 115 (1947) ; 
and Henry S. McKee, 3 TCM 683 (1944). 

2764 T.C. 955 (1945). 

277 Of course, a corporation need not rely on this rule to get a deduction from earnings 
for the loss it has sustained due to the depreciation of its property. It can sell the property, 
deduct the loss from its earnings, and distribute the proceeds to its stockholders. 
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it has declined to a value below cost, the cost should be charged against earn- 
ings and profits in the determination of the amount of earnings and profits 
available for later dividend distribution. When property, as such, is dis- 
tributed, it is no longer a part of the assets of the corporation, and the invest- 
ment therein goes with it. That investment is the cost. An investment of 
corporate assets in property is not a mere book entry, as is indeed proven when 
it is distributed in kind. The investment is a res converted from money into 
property, remaining in that form earnings and profits, and, when distributed, 
is no longer either earnings or profits or owned by the corporation. When the 
res distributed leaves the corporation, that investment, i.e., that amount of cor- 
porate assets, also leaves, actually and physically; and nothing less than a 
charge of cost, i.¢c., the money originally converted to property, will represent 
the true financial situation. . . .°*8 


Logical application of this rule would mean that only cost or adjusted 
basis should be deducted from earnings in case of appreciated as well as 
depreciated property. Most of the cases which treat the problem, however, 
have concluded that in so far as there are earnings, they should be reduced 
by the amount of fair market value rather than by cost or adjusted basis.**° 
Herbert G. Hanan ** presents the lengthiest discussion of the point: 


. . . The question is whether earnings and profits of the corporation were 
increased by reason of a dividend in kind consisting of stock which appreciated 
in value from $62,400 to $122,800, or $60,400. We have held that they were 
not. In other words, we have held that for the purposes of applying sections 
115 and 112(b)(7) to determine petitioners’ tax liability, the corporation’s 
admitted earnings and profits are not to be increased by $60,400 before re- 
ducing or exhausting them by the $122,800 stock distribution to give effect to 
the distribution. It follows that in determining the status of earnings and 
profits after the distribution it is equally improper to diminish the previously 
admitted $122,800 value of the stock distribution by the amount of its appre- 


278 4 T.C. 955, 962-3. It is not clear whether, if earnings had been insufficient to cover 
the cost, the amount of capital impairment would have had to be made up from subsequent 
earnings before there could be any earnings to make later distributions taxable as 
“dividends.” The general rule is that a capital impairment caused by a distribution in 
excess of earnings is not the type of “loss” which must be made up before there can be 
future earnings available to qualify distributions as “dividends.” See note 50 supra. 

In Reynolds Spring Co. v. Comm’r, 181 F.2d 638 (6th Cir. 1950) the Sixth Circuit 
Court of Appeals applied the rationale of the Merrill case in reducing equity invested 
capital under section 718 of the excess profits tax because of a distribution of property 
not out of earnings. The taxpayer had acquired stock in 1924 and issued its own stock 
in payment, later distributing the acquired stock as a liquidating dividend. In computing 
the excess profits tax credit based on invested capital, the taxpayer had to reduce equity 
invested capital by the tax basis of the stock rather than by its lower fair market value 
at the time of distribution. 

279 National Carbon Co., 2 T.C. 57 (1943); John H. Acheson, 3 TCM 1242 (1944); 
Charles R. McLean, 3 TCM 1174 (1944) ; and Herbert G. Hanan, 3 TCM 670 (1944). 
280 Supra note 279. 
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ciation of $60,400 over cost. If a bridge is out to a traveler going from north 
to south, it is likewise out to a traveler going from south to north. . . .?8 


In Beach Petroleum Corp., Ltd.*** the Tax Court reached a different 
conclusion. The corporation had distributed to its stockholders some oil 
royalty interests in wells it operated under a lease. The interests had a 
basis of zero to the corporation and a fair market value of $68,000 when 
distributed. Earnings of the corporation at the time of distribution 
amounted to $126.96. After citing the Merrill case, Judge Arnold con- 
cluded that the charge against earnings should be the amount of the 
investment, namely, nothing, and not the fair market value of $68,000. 

What should the rule be? Depreciation and appreciation raise different 
questions and must be analyzed separately. Where property at the time 
of distribution has a fair market value below its cost or adjusted basis, 
reducing earnings by cost or adjusted basis rather than by fair market 
value seems fair and reasonable. Otherwise earnings would fail to reflect 
the actual loss which the corporation has suffered in acquiring and dispos- 
ing of the property. Furthermore, if the distribution is valued at cost 
or adjusted basis, this view is consistent with the provision of section 
115(b) that “every distribution is made out of earnings or profits to the 
extent thereof.” Nor is it necessarily inconsistent with section 115(j), 
which provides that a “dividend” be included in the gross income of the 
recipient at its fair market value, for this valuation specifically applies 
only to the shareholder.** 

Nevertheless, the rule that earnings should be reduced by cost or ad- 
justed basis instead of by fair market value cannot be applied so easily in 
the case of appreciation. Suppose sufficient earnings exist to cover cost 
or adjusted basis and qualify the appreciated value, or part of it, as a 
taxable “dividend.” If no deduction is made for the earnings used to 
render the appreciation taxable, then the same earnings will be used twice 
to qualify distributions as “dividends.” *** This can be avoided by the 


281 3 TCM 670, 672 (1944). 

2825 TCM 638 (1946). 

288 Although the corporation reduces its earnings by cost or adjusted basis, the stock- 
holder will report income only at fair market value. This introduces the same dichotomy 
between the test for earnings and the test for income which has been discussed supra at 
pp. 222-4. In this case, however, the dichotomy is not open to the same objection. There, 
the attempt was made to use section 115(j) as an independent test of taxability to render 
taxable distributions not covered by earnings under section 115(a) and (b). Here, there 
is no question of expanding section 115(j) beyond the confines of section 115(a) and (b). 
Instead, section 115(j) is being used only to evaluate distributions covered by earnings for 
purposes of determining their taxability to stockholders, while earnings are being reduced 
in different measure because it is fair and statutorily permissible to do so. 

284 This is what happened in the Beach Petroleum case (supra note 282), where the 
earnings of $126.96 were used to make the dividend taxable to that extent, yet were also 
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expedient of exhausting such earnings before distributing the appreciated 
property so that they are prevented from doing double duty. For example, 
if a corporation with earnings of $60,000 should distribute property which 
has appreciated from $10,000 to $60,000, the whole $60,000 would be 
taxable as a “dividend” and earnings should be reduced by $60,000, in- 
cluding the $50,000 of appreciation. If they are not, then a subsequent 
distribution of $50,000 will be taxable as a “dividend’’ because of the 
same $50,000 of earnings. By distributing the $50,000 first, the corpora- 
tion can leave just enough earnings to cover the cost or adjusted basis of 
the dividend in kind, whose appreciated value would then be tax-free. 
As a result, the same total distribution could be made at one-half the 
“dividend” tax cost. Since the statute does not intend that tax liability 
should depend upon the order in which various types of property are 
distributed, the extent of corporate earnings up to the fair market value 
of the distributed property rather than its cost or adjusted basis, should 
continue to be the measure of deductions from earnings for distributions 
of dividends in kind. 


CONCLUSION 


The taxability of corporate dividends rests upon the two statutory 
concepts of “dividend” and “earnings or profits.” While the meaning 
of “dividend” is fairly well prescribed in the statute, it shifts the main 
burden of definition to “earnings or profits,’’ which is almost completely 
undefined. As interpreted by the Commissioner and the courts, “earnings 
or profits” has come to have a functional rather than a formal definition: 
in general, to approximate a corporation’s power to make distributions 
which represent more than a return of original capital investment. The 
only way to arrive at its particular meaning is by analysis of the circum- 
stances of each case in the light of this special purpose, which is what 
this paper has tried to do for at least some of the more important types 
of problems. 

A number of variations which impede fulfillment of the statutory pur- 
pose, as it has developed, may bear repetition and underscoring. In several 
cases they may be corrected by the courts, but where they have been enacted 
or ratified by Congress, only Congress can properly do the job. First, 
section 115(a) (2) of the Code, adding to the definition of “dividend” any 
distribution out of current earnings, regardless of a possible over-all deficit 
at the time, should be eliminated.**° The undistributed profits tax which 


preserved for future use on the theory that earnings should be reduced only by the cost 
or adjusted basis of the property, which was zero. 
285 Supra p. 161. 
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it was designed to facilitate no longer exists. It can be circumvented by 
postponing distributions to subsequent years when there are no earnings. 
Most important of all, it is unjustifiable in terms of the purpose of “earn- 
ings or profits,” which is not to tax a return of capital as ordinary income. 

On the other hand, the definition of “dividends”’ should include pre-1913 
earnings.**° Ending this distinction would greatly simplify the Code pro- 
visions on “dividends” and “earnings or profits” as well as stop an un- 
necessary exemption. Regardless of whether the distinction between 
pre-1913 and post-1913 earnings is maintained, there is no reason for 
perpetuating the statutory quirk which immunizes from any taxation the 
excess over basis of distributions of pre-1913 increase in value. ** 

The time for recognizing dividends should be the time of actual payment 
both for purposes of determining earnings available for distribution and 
fixing the time of taxability to stockholders. Although corporations may 
for profit and loss statements and other accounting purposes show earn- 
ings to be reduced by dividends at the time of the declaration and before 
actual payment, to make such entries conclusive for tax purposes may 
afford a ready device for tax evasion.*** 

While it is unlikely that Congress intended to include real gifts within 
the definition of “earnings or profits,” this should not prevent the inclusion 
therein of most contributions to corporations, which are not actually gifts 
but payments in return for valuable consideration. Corporations have been 
held constitutionally exempt from income tax on payments like these, but 
there is no compelling reascn why the exemption must also be extended 
to stockholders, because such “gifts” are “earnings or profits” in every 
sense of the term.*** The Phipps interpretation of the Sansome rule in 
tax-free reorganizations is open to criticism on two grounds.*® First, it 
indiscriminately prevents the carry-over of deficits from the liquidated 
corporation even where the transaction had a bona fide business purpose 
and was not motivated by tax evasion. Second, it establishes the ridiculous 


286 Supra p. 160. Rudick suggests that in the case of a stockholder who has acquired 
his stock prior to 1913, an argument might be made supporting exemption of the dis- 
tributions from pre-1913 earnings, on the ground that it is the policy of the law to permit 
tax-free recoupment of the 1913 value of the stock, because the taxpayer’s basis would 
be at least the 1913 value on sale, and theoretically distributions from pre-1913 earnings 
cannot exceed the 1913 value of the stock. Rudick, supra note 1, at 905. As Rudick 
himself recognizes, however, distributions from pre-1913 earnings or increase in value 
can exceed the 1913 value of the stock. Furthermore, the fact that a certain sum would 
be allowed as basis on sale of the stock does not necessarily mean that an equal amount 
must be guaranteed the taxpayer before he will be taxed on distributions as “dividends.” 

286a Supra p. 170. 

287 See the discussion of the Goldwyn case, supra pp. 173-6. 

288 Supra p. 188. 

289 Supra p. 198. 
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distinction that the deficit of the continuing corporation may be subtracted 
from the earnings of the liquidated one, but that the deficit of the liquidated 
corporation may not be subtracted from the earnings of the continuing 
one. Until the rule is rationalized, the only recourse for protecting bona 
fide reorganizations is to liquidate the corporation with earnings and 
continue the one with a deficit. 

For purposes of computing the allocation to “capital” and “earnings or 
profits” of distributions in partial liquidation, the Woodward formula 
rather than the Jarvis formula should be used, regardless of the type of 
liquidation involved.**° The principle of the Woodward formula provides 
for fairer allocation among all the stockholders where the value of cor- 
porate assets has depreciated, and also prevents tax evasion where they 
have appreciated. 

Under the prevailing view accepted by Congress and the courts, the 
appreciated value of property distributed as a dividend in kind is not 
realized on distribution and therefore does not constitute earnings. This 
is probably the most important exception to the general functional defini- 
tion of earnings as the approximate measurement of a corporation’s power 
to make distributions which are not a return of paid-in capital. This 
exception is based upon the common notions that a gain must be “realized” 
and that distribution does not constitute “realization.” Whatever the 
economic realities, it is a rare person who thinks he has gained income 
by giving away something which is worth more than what he paid for it. 
At any rate, the prevaliing view has been so widely accepted and so clearly 
endorsed by Congress that it cannot be revised with propriety if it is to 
be revised at all, except by the legislature. 


290 Supra p. 202. 


Overpayments Of Taxes Or Government 
Investments At Six Per Cent: The 
Problem Of The Allowance 
Of Interest 


DONALD C. ALEXANDER 
I. INTRODUCTION 


“ 

B.: if voluntary remittances to the Collector can be made interest 
bearing, an inviting opportunity is offered to deposit money with the 
government at attractive rates considerably higher than can be secured 
elsewhere.” * 

Judge Goodrich feared that the statutory provision * for the allowance 
of interest * on overpayment of federal taxes might be warped by inventive 
taxpayers into a device permitting Government investments at 6% interest. 
Others have shared Judge Goodrich’s concern. Reconciliation of the statu- 
tory mandate for the allowance of interest with the truism that the Govern- 
ment should not be forced to pay a 6% rate on monies deposited with it 
for investment purposes, has led to a number of pronouncements on the 
subject by courts, administrative agencies, and Congress, and, as one might 
expect, to many unreconcilable differences of opinion. 

At present the courts are in a state of disagreement ; to a large extent, 
the result of a case involving the allowance of interest may depend on the 
proper selection of the forum. But to the surprise of those who make a 
practice of decrying the Bureau of Internal Revenue, judicial confusion 
has not resulted in administrative abuses, but instead Bureau officials in 
Washington have sought to administer the mandate of Congress as Con- 
gress intended. 

Donatp C. ALexaNpeR (B.A., Yale University; LL.B., Harvard University Law 
School) is a member of the District of Columbia Bar and is associated with Covington 
& Burling. 

1 Busser v. United States, 130 F.2d 537, 539 (3d Cir. 1942). 

2T.R.C. §3771(a): “Interest shall be allowed and paid upon any overpayment in respect 
of any internal revenue tax at the rate of 6 per centum per annum.” 


3 For a general and broad discussion of interest on refunds, see Schmitz, Interest on Tax 
Deficiencies and Refunds, 28 Taxes 1221 (1950). 
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IT. Pre-1943 Dectstons—Conr ict 


Apparently, the earliest decision involving the allowance of interest is 
Royal Bank of Canada v. United States.*| While this case involved the 
interest provisions of the 1921 and 1924 Acts, with different wording 
from that in the present law, the question with regard to the allowance of 
interest was similar to that in decisions involving the present statute.’ In 
accordance with the conditions imposed by the Bureau of Internal Revenue 
for the extension of time for filing a final 1918 income and excess profits 
tax return, the taxpayer filed a tentative return and paid two installments 
of the tax shown on such return. The amount so paid having exceeded 
the tax liability finally determined, the taxpayer claimed a refund of the 
excess with interest. The Commissioner apparently contended that no 
interest was allowable since the overpayment had not been assessed and 
since the taxpayer’s claims were not formally allowed, but Judge Littleton 
found that the claims had been allowed for the principal and he had no 
difficulty in holding that the taxpayer was entitled to recover interest. 

The next Court decision in point of time is Moses v. United States,® 
where an executor, having secured an extension of time to file his estate 
tax return, made a timely remittance to the Collector of an amount which 
was to be applied “on account of the federal estate tax liability” * of the 
decedent. The District Court held that the Commissioner was correct in 
returning the excess remittance without interest. Judge Clancy apparently 
thought that the determination of whether there was an “overpayment” 
depended in turn upon the existence of a “payment,” and he looked to 
general legal principles to find that there cannot be a payment unless money 
passes from debtor to creditor to extinguish a debt. 

That Judge Clancy would not carry his common law analogy to the 


444 F.2d 249 (Ct. Cl. 1930). 

5 Sec. 1324(a) of the Revenue Act of 1921 allowed interest upon the refund or credit 
of “internal revenue taxes paid.” The wording of sec. 1019 of the Revenue Act of 1924 
and sec. 1116(a) of the Revenue Act of 1926 was slightly different; interest was allowed 
upon the credit or refund “of any internal-revenue tax erroneously or illegally assessed 
or collected, or of any sum which was excessive or in any manner wrongfully col- 
lected. . . .” whether the taxpayer specifically claimed a refund or the refund was volun- 
tarily made by the Government. The present wording of I.R.C. §3771(a) came into the 
revenue laws as sec. 614(a) of the Revenue Act of 1928. The legislative history of this 
provision shows that Congress did not think it was changing substantive law respecting 
the determination of the types of refunds upon which interest would be allowed. Instead, 
the primary purpose of the change in wording appeared to be that of lengthening the time 
during which interest would run. SEN. Rep. No. 960, 70th Cong., Ist Sess. 43 (1928) ; H.R. 
Rep. No. 2, 70th Cong., Ist Sess. 35 (1928) ; Hearings before Committee on Ways and 
Means on Revenue Revision 1927-1928, 70th Cong., 1st Sess. 470, 545 (1928). 

628 F. Supp. 817 (S.D.N.Y. 1939). 
7 Id. at 818. 
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extreme of denying interest upon any payment made in excess of the 
amount of the ultimate tax liability, is shown by his discussion of the 
distinction between a payment made prior to the filing of a return and 
one made with a return: 


When a taxpayer submits a return and accompanies it by payment, the 
Collector is put on notice then of the facts upon which the existence of a tax 
debt depends. He may, at that time, immediately check it. If he does not, he 
accepts the taxpayer’s statement of the amount due and the parties are then in 
agreement and the whole amount received is given and taken as payment and 
it is for that reason that any excess contained in the amount so paid bears in- 
terest because the Government's interests require time for investigation and con- 
sideration of the facts. In this case the Government was powerless at the time 
the money was delivered to it to determine how much, if any, was actually due. 
The excess contained in this taxpayer’s deposit was, in no sense, either pay- 
ment or overpayment but a deposit made to suit his own convenience.* 


Judge Whitaker and his colleagues on the Court of Claims did not agree 
with Judge Clancy that a payment prior to the filing of a return must 
necessarily be a deposit on which no interest is allowable. In Atlantic Oil 
Producing Company v. United States ® the taxpayer secured an extension 
of time for filing its capital stock tax return but made a timely payment 
on account of its capital stock tax liability in order to prevent the running 
of interest. The amount of tax actually owed proved to be half of that 
previously paid and the excess was refunded without interest. As in the 
Moses case, the Commissioner contended that the amount paid was a 
deposit because it was not delivered in satisfaction of a debt. In holding 
for the taxpayer, Judge Whitaker had little patience with this contention : 


Manifestly this is not the sense in which the word ‘payment’ was used. The 
act speaks of an overpayment, of a payment that more than satisfies the debt.?° 


Soon after Judge Whitaker’s liberal decision, Judge Goodrich and the 
Third Circuit found occasion to express an opinion upon the allowance of 
interest. The facts in Busser v. United States“ were in all material re- 
spects identical with those in the Moses case. Reversing the District Court, 
Judge Goodrich relied strongly on the fact that the remittance “was en- 
tirely voluntary” and the taxpayer “was offering ahead of the due date 
an amount based entirely on his own estimate.” *” Perhaps the controlling 
consideration in the Busser case was the protection of the Treasury; the 
quotation from this decision at the beginning of this article shows a ju- 
dicial fear that unless the statutory provision for the allowance of interest 


8 Id. at 819 

935 F. Supp. 766 (Ct. Cl. 1940). 
10 Jd. at 768. 

11 130 F.2d 537 (3d Cir. 1942). 
12 Td, at 539, 
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be narrowly construed, “overpayments” of taxes might displace American 
Telephone and Telegraph stock as a sound investment for the taxpaying 
public. 

A factual situation, differing greatly from those involved in the cases 
discussed earlier, was presented in Chicago Title & Trust Co. v. United 
States.** After the executor had filed an estate tax return showing no tax 
due, the Commissioner had set up a large deficiency in a thirty-day letter, 
and the executor had protested this tentative determination. In order to 
consummate the sale of certain estate assets, the taxpayer had to pay half 
of the proposed deficiency in return for the release of the estate tax lien 
by the Commissioner. The matter was then carried to the Board of Tax 
Appeals. Pursuant to stipulation of the parties that the final estate tax 
liability was less than the amount which had been paid to obtain release of 
the lien, the Board of Tax Appeals had “ordered and decided that there 
is an Overpayment in estate tax in the amount of $43,848.56. . . .” ** 

The Comptroller General disapproved payment of interest on the part *° 
of the excess remittance on which interest was otherwise allowable, but the 
District Court held that interest should have been allowed. The Moses 
case was distinguished on the grounds that it involved a voluntary payment 
prior to the filing of a return and prior to the tentative determination of 
a deficiency; the D° ‘ict Court placed some stress on the fact that the 
Board of Tax Appeas had already ruled that the amount in question was 
an “overpayment.” *° 

The only pronouncement of the Board of Tax Appeals or the Tax Court 
regarding the instant problem came in the Estate of Henry H. Rogers," 
a proceeding under Rule 50. The issue was the determination whether an 
amount paid in anticipation of a deficiency, following an oral prediction 
by a Bureau official that certain deductions on the return would be dis- 
allowed, was a part of the “overpayment” of tax. After pointing out that 
the Board had no jurisdiction over the question of interest,** Judge Mur- 

13 45 F. Supp. 323 (N. D. Iil. 1941). 

14 Jd. at 324. 

15 A portion of the overpayment resulted from allowance of credit for state inheritance 
taxes, on which no interest runs. I.R.C. §813(b). 

16 Jt would seem that the determination by the Board of Tax Appeals should be 
conclusive that the excess amount was an “overpayment.” I.R.C. §§$911 and 912. As the 
question might still be open whether the overpayment was “in respect of any Internal 
Revenue Tax,” the allowance or non-allowance of interest might not be conclusively 
determined by the classification of the item in the Board opinion. But see Estate of 
Henry H. Rogers, infra; cf. Murphy v. United States, infra, and Guaranty Trust Company 
v. United States, 95 F. Supp. 776 (S.D.N.Y. 1950), aff’d, 51-2 USTC 10,827. 

17 P-H B.T.A-T.C. Mem. Dec. 42,275. The principal case, 1 T.C. 629 (1943), was 
rev'd, 135 F.2d 35 (2d Cir. 1943), aff'd, 320 U.S. 410 (1943). 

18 This is in accordance with other holdings on the subject. E.g., Estate of Macaulay, 
3 T.C. 350 (1944), aff'd, 150 F.2d 847 (2d Cir. 1945) ; Comm’r y. Kilpatrick’s Estate, 
140 F.2d 887 (6th Cir. 1944). 
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dock then decided that he did have jurisdiction to determine the amount 
of an overpayment of estate tax. He found that the amount in question 
was an overpayment and not a deposit. Like Judge Whitaker, Judge 
Murdock thought that the Commissioner proved too much when he con- 
tended that there can be no “payment,” an essential ingredient of an 
“overpayment,” unless money passes to the creditor from his debtor in 
order to extinguish the debt : 


If money merely passes in discharge of an existing debt, no overpayment 
will result. There can be no overpayment unless more is paid than is actually 
owed under the statute.’ 


III. THe ComMptTroLLER GENERAL—CONSISTENCY 


During the period in which the Court decisions discussed above were 
promulgated, the Comptroller General took an active interest in concerning 
himself with deciding whether interest should be allowed upon the return 
of an excess payment of tax. It should come as no surprise to anyone to 
find that the Comptroller General, in the proudest “watchdog of the 
Treasury” tradition, has steadfastly denied the payment of interest. 
Apparently, his first published statement to this effect was in C.G.O. 
A-48307,” which involved the refund of an excess remittance paid in 
advance of filing an estate tax return. The fact that the Comptroller 
General denied interest in such a situation is hardly shocking; within a 
few years courts were to reach the same conclusion on like facts in the 
Moses and Busser cases. 

After a seven-year period of public quiescence, the Comptroller General 
issued two rulings which had wide application. The first step was taken 
in C.G.0. B—23415 on February 21, 1942.7" In this ruling the Comptroller 
General held that irrespective of the time of filing returns and the type 
of returns filed, interest would be denied on refunds where the excess 
payment was not required by the Government at the time paid, and it was 
finally determined that no tax was in fact payable. In reaching this re- 
markable conclusion, the Comptroller General cited the Atlantic Oil Pro- 
ducing Company, Moses, and Chicago Title & Trust Company decisions, 
the language of which, he contended, generally supported his position. 
While the Moses case might well be of some comfort to the Comptroller 
General, the other two cases offer no support to the conclusion reached 


in C.G.O0. B-23415. Such a strained interpretation of these decisions 


19 P-H B.T.A.-T.C. Mem. Dec. 42,275 at 42-663. 
20 353 CCH 6425. 
*1 423 CCH 6481. 
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might be regarded by the taxpayers ** subject to the ruling as what Pro- 
fessor Casner has described as “administrative wildcatting.” * 

Not content with issuing only one decree forbidding the allowance of 
interest in a single year, the Comptroller General promulgated C.G.O. 
B-28367 ** on December 15, 1942. In this opinion he decided that irre- 
spective of whether any tax was finally payable, interest would be withheld 
on excess payments which were made (a) on tentative returns, (b) on 
materially incomplete returns, or (c) in anticipation of additional assess- 
ments. In reaching this conclusion the Comptroller General seized happily 
upon the Busser case, which had been decided some three months earlier, 
and the Moses decision which he had employed to great effect in C.G.O. 
B-23415. Also, he found support in certain decisions which held that 
tentative returns did not start the running of the period of limitations.” 
Not only did he fail to mention or discuss the Royal Bank of Canada 
decision, which involved a tentative and materially incomplete return, 
and the Estate of Henry H. Rogers case, which involved a payment made 
in anticipation of an additional assessment, but also he seemingly ex- 
pressed disdain for these opinions and the tribunals which decided them, 
by stating that interest in the Royal Bank and Rogers fact-situations would 
be withheld “unless and until there shall come to attention some authorita- 
tive court decision or decisions requiring a contrary conclusion.” *° 

Perhaps one should believe that the failure to give consideration to the 
two cases reaching opposite conclusions from C.G.O. B-28367 was due 
to incomplete research, but in view of the rapidity with which the Comp- 
troller General learned of cases favoring his strict views, it might be naive 
to assume that contrary decisions could have escaped his attention. 


IV. RemepriAL AcTION BY CONGRESS 


Soon after the Comptroller General issued his two rulings in 1942, 
Congress took action. The Current Tax Payment Act of 1943 contained 
two provisions of relevance here; section 4(d) amended section 3770 of 
the Internal Revenue Code to add the following provision: 


(c) Rule Where No Tax Liability—An amount paid as tax shall not be 
considered not to constitute an overpayment solely by reason of the fact that 
there was no tax liability in respect of which such amount was paid. 


22 Commonwealth & Southern Corporation, Linza Graham, May and Jeffrey Lindsay. 
23 See Casner, Taxation of Incomes Uuder T.D. 5488, 84 Trusts & Estates 233 (1947). 
2422 Comp. GEN. Dec. 538 (1942) ; 433 CCH 6080. 

25 F..g., Florsheim Brothers Drygoods Company v. United States, 280 U.S. 453 (1930). 
But cf. Southern Sportswear Company, 10 T.C. 402 (1948), remanded pursuant to slipu- 
lation, 175 F.2d 779 (6th Cir. 1949). 

26 Comp. Gen. Dec. 538, 542 (1942) ; 433 CCH {6080 at 8035. 
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Section 4(f) inserted at the end of the Code section 3790: 


In the absence of fraud or mistake in mathematical calculation, the allowance 
or nonallowance by the Commissioner of interest on any credit or refund 
under the internal revenue laws shall not, except as provided in Chapter 5, 
be subject to review by any other administrative or accounting officer, employee, 
or agent of the United States.?* 


The latter sentence, at least, is clear ; it was designed to remove questions 
regarding interpretation of the Internal Revenue Code as to the allowance 
of interest from the domain of the Comptroller General.** The reasons 
for this provision are less clear. While one might believe that the at- 
tempted deprivation of the Comptroller General’s power over the allowance 
of interest on tax refunds came as a result of Congressional dissatisfaction 
with his exercise of that power, coupled with Congressional fears of pos- 
sible harm caused to the pay-as-you-go system by his narrow interpreta- 
tions, the legislative history does not indicate the motives of Congress.” 
In fact, the only stated reason for this statutory addition appears in a 
short explanation of a similar provision contained in a pay-as-you-go 
bill °° offered by the Republican minority of the Ways and Means Com- 
mittee : “This provision is necessary to speed up the allowance of refunds 
to small taxpayers.” ** It seems likely that the sentence was also thought 
necessary to make certain that small taxpayers (and large taxpayers) who 
had over-estimated and over-paid their taxes should obtain interest on 
their refunds. 

Section 3770(c), quoted above, is an example of the most wishy-washy 
sort of legislative draftsmanship. In the first place, it employs the familiar 
legislative double negative, a convenient device of legal dialectics madden- 
ing to ordinary citizens and English teachers. In the second place, the 
qualifying adverb “solely” robs the provision of much of the effectiveness 
it might otherwise have had. Considered alone, the subsection means little, 
but its legislative history is of great significance. 

In connection with the drafting of the provision, the Senate Finance 


27 Chapter 5 prescribes the organization, procedure, and jurisdiction of the Board of 
Tax Appeals (Tax Court). In view of the Board’s repeated assertion that it does not 
have jurisdiction over the question of allowance of interest, the exception in I.R.C. §3790 
is interesting. 

28 The actual effect of this provision is conjectural. It is understood that the Comptroller 
General takes a very broad view of what constitutes “fraud or mistake in mathematical 
calculation,” and that he continues to review questions involving the proper interpretation 
of I.R.C. §3771. But see C.G.O. B-105873, CCH {6273 (Oct. 22, 1951). 

29 See H. R. Rep. No. 401, 78th Cong., Ist Sess. 32 (1943); Sen. Rep. No. 221, 78th 
Cong., Ist Sess. 35 (1943) ; H. R. Rep. No. 510, 78th Cong., Ist Sess. 49 (1943). 

80H. R. 2245 (Carlson Bill). 

31H. R. Rep. No. 268, Part 2, 78th Cong., lst Sess. 26 (1943). 
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Committee had occasion to review the entire question of the allowance 
of interest on refunds, and the Committee expressly demonstrated where 
the line should be drawn: 


The income tax law requires the taxpayer to make a return of his tax and 
to pay the tax so returned. These requirements contemplate that in the dis- 
charge of these duties at the time, place, and manner prescribed honest mis- 
takes will occur—mistakes both as to the amount of the tax and as to the 
existence of any tax liability; and that such honest mistakes made incident 
to the bona fide orderly compliance with the actual or reasonably apparent 
duties of the taxpayer are to be corrected under the provisions of law govern- 
ing overpayments. In the opinion of your committee, existing law so provides. 
The language of certain court decisions (holding that certain payments, not 
made incident to a bona fide and orderly discharge of actual or reasonably 
apparent duties imposed by law, are not overpayments and accordingly that 
interest is not payable) has been read by some as meaning that no payment 
can result in an overpayment if no tax liability actually existed. Your com- 
mittee does not believe that such reading is in any way a statement of existing 
law. The provisions of the bill, however, emphasize the need for clarity in 
this regard. 

Under the bill as reported by your committee, two requirements become 
basic features of the income tax: (1) the declaration and payment of the 
estimated tax ; and (2) the withholding and collection by the employer of tax 
from the wages of employees, and the return and payment as such of the 
amount by the employer to the Government. Honest mistakes incident to 
faithful and orderly compliance will, of course, occur, just as they have in the 
older procedures of the tax. The doubts expressed as to the existence of an 
overpayment in case it ultimately turns out that there is no tax, your com- 
mittee believes, should be put to rest, and to this end submits the amendment 
to section 3770 of the code. In the view of your committee, the code does not 
contemplate that liability for interest can be cast on the Government by merely 
dumping money as taxes on the collector, by disorderly remittances to him 
of amounts not computed in pursuance of the actual or reasonably apparent 
requirements of the code, or not transmitted in accordance with the procedures 
set up by the code, or by other abuses of tax administration. As to these, your 
committee believes that a proper application of existing law will enable the 
courts, in the future as generally in the past, to deny treatment as overpay- 
ments to these improper payments.*? 


82 Sen. Rep. No. 221, 78th Cong., Ist Sess. 34-35 (1943). The Conference Report used 
language identical in all material respects with that in the Senate Report. H. R. Rep. 
No. 510, 78th Cong., Ist Sess. 48 (1943). 

38 Of course, it is possible that no member of Congress had anything to do with the 
actual writing of this wording. It is well known that members of the staff of the Joint 
Committee on Internal Revenue Taxation often prepare the introductory and general 
statements (irreverently called the “guff”) in committee reports, while Treasury Depart- 
ment officials prepare the detailed explanation of particular provisions. The possibility 
of outside authorship, however, might perhaps weaken the effect of legislative history in 
a provision whose meaning is clear, but in this instance of legislative ambiguity, one must 
look to the committee reports to ascertain what Congress was trying to do. There appears 
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After Congress had indicated clearly that interest should be allowed 
in the case of an excess payment resulting from an honest mistake “made 
incident to the bona fide orderly compliance with the actual or reasonably 
apparent duties of the taxpayer,” ** one would expect that the courts would 
apply this test. But this has not been the case. 


V. THe SuPREME Court—CONFUSION 


Soon after the passage of the Current Tax Payment Act of 1943, the 
Supreme Court obfuscated the issue in Rosenman v. United States,™ 
where the matter for decision was not the allowance of interest but was 
instead the timeliness of a refund claim. This question depended upon 
whether a remittance by an estate in advance of filing the estate tax return, 
for which an extension of time had been granted, was a “payment” of 
tax. The Court of Claims held that the remittance was a payment and 
that the taxpayer’s claim for refund as to it was too late. The Supreme 
Court, through Justice Frankfurter, unanimously reversed. Justice Frank- 
furter concluded that no tax was erroneously or illegally assessed or col- 
lected and that no payment was made prior to the time of assessment by 
the Commissioner.*° 

After deciding the question before him for decision, Justice Frankfurter 
devoted the remainder of his opinion to a discussion of the allowance of 
interest and a refutation of the Government’s contention that the remit- 
tance in question was a payment. The Justice thought that the Collector’s 
system of accounting for such payments was of relevance, and he placed 
considerable stress on the fact that in five cases involving generally similar 
situations where the taxpayers sued for interest, the Government had 
insisted that the remittance was a “deposit” and not an “overpayment.” 
He stated : 


If it is not payment in order to relieve the Government from paying interest 
on a subsequently determined excess, it cannot be payment to bar suit by the 


to be nothing whatsoever regarding section 4(d) or (f) in the debates or hearings on 
the Current Tax Payment Act of 1943. And, after all, the authorship of the committee 
statement would not appear to be controlling, for the committee report was apparently 
accepted without dispute by Congress as the proper interpretation of the provision in 
question. 

84 323 U.S. 658 (1945), reversing 53 F. Supp. 722 (Ct. Cl. 1944). 

85 Justice Frankfurter said in this connection that prior to the assessment “there were 
no taxes ‘erroneously or illegally collected’ for the collection of which petitioners could 
have filed a claim for refund.” 323 U.S. 658, 661 (1945). This is an interesting observa- 
tion, for the taxpayers had in fact filed a claim for refund prior to such assessment. 
Furthermore, the comment raises an engaging possibility in the event that the Com- 
missioner had not made a later assessment but had merely held the excess remittance in a 
suspense account. 
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taxpayer for its illegal retention. It will not do to treat the same transaction 
as payment and not as payment, whichever favors the Government.*® 


If this is a requirement that the Government be held to such a standard 
of consistency that it could not in different actions, involving different 
taxpayers and different statutory provisions, adopt different positions, one 
might have some question whether Justice Frankfurter really meant all 
that he said. Of all the members of the present Supreme Court, he has 
probably done most to bury the doctrine that there is a duty to be consistent 
in transactions affecting taxes.** 

While Justice Frankfurter stressed the contention made by the Govern- 
ment, he ignored the holdings of the five cases he cited. In three of these 
cases ** the Courts held that the remittances in question were “‘overpay- 
ments” and that the taxpayers should recover interest. Justice Frankfurter 
was discussing the question which had been decided by the Courts in these 
cases, and it seems surprising that the Justice, whose deference toward the 
tribunal which had decided Estate of Rogers was then at its height,** did 
not even comment upon prior holdings contrary to his views. 

Justice Frankfurter stated parenthetically that he did not need to con- 
sider the effect of section 4(d) of the Current Tax Payment Act of 
1943.*° Government counsel had called this provision and its legislative 
history to the attention of the Court, and one might wonder why the 
Justice did not consider it or the tests prescribed in the Finance and Con- 
ference Committees’ Reports.** Its relevance, or lack of relevance, to the 
issue actually before the Court certainly seems to be the same as that of 
the other matters concerning the definition of an “overpayment” and 
allowance of interest which the Justice found necessary to discuss. Pos- 
sibly Justice Frankfurter did not consider this section because of the fact 
that all of the events in the Rosenman case, including the final action by 
the Bureau on the taxpayer’s claim for refund, had taken place by mid-1940, 
well prior to the date of enactment of the Current Tax Payment Act of 


36 323 U.S. 658, 663 (1945). 

37 See Justice Frankfurter’s excellent opinion in Ross vy. Comm’r, 169 F.2d 483 (1st Cir. 
1948). 

38 Atlantic Oil Producing Company vy. United States, 35 F. Supp. 766 (Ct. Cl. 1940) ; 
Chicago Title & Trust Company v. United States, 45 F. Supp. 323 (N. D. Ill. 1941); 
and Estate of Henry H. Rogers, note 17 supra. The two other decisions mentioned were 
Busser v. United States, 730 F.2d 537 (3d Cir. 1942) and Moses v. United States, 28 
F. Supp. 817 (S.D.N.Y. 1939). 

39 See, e.g., Trust of Bingham v. Comm’r, 325 U.S. 365, 377 (1945) (concurring 
opinion) ; Comm’r v. Wemyss, 324 U.S. 303 (1945). 

40 323 U.S. 658, 663 (1945). 

41 Justice Frankfurter is ordinarily not the man to disregard legislative history. See, 
e.g., his dissent and list of cases in Comm’r v. Estate of Church, 335 U.S. 632, 667, 687 
(1949). 
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1943. The Current Tax Payment Act contained no effective date relating 
to the application of section 4, and perhaps the Justice did not think that 
he should apply it retroactively.** Others have apparently thought this was 
the reason why he did not consider section 4(d).** 

At any rate, Justice Frankfurter concluded in the interest section of his 
opinion that “it merely carries out the true nature of an arrangement such 
as this to treat it as an estimated deposit,” and he added that his construc- 
tion “safeguards the interests of the Government, interprets a business 
transaction according to its tenor, and avoids gratuitous resentment in 
the relations between Treasury and taxpayer.” ** While the Justice’s con- 
struction would undoubtedly safeguard the Government against paying 
interest, a skeptical observer might think that the relations between tax- 
payer and Treasury would hardly be improved by denial of interest upon 
refunds. 


VI. Recent Lower Court DeEcIs1IonNs—CONFLICT RENEWED 


The Court of Claims was the next tribunal to consider the problem of 
the allowance of interest after the Rosenman decision. The material facts 
in Hanley v. United States*® were identical with those in the Moses, 
Busser, and Rosenman decisions, but the result was entirely different.*® 
Despite the fact that the case involved a payment prior to the time of 
filing the estate tax return for which an extension had been granted, the 
Government stipulated with the plaintiff that interest was allowable under 
section 4 of the Current Tax Payment Act of 1943. The stipulation on 
the part of the Government may seem unduly liberal, in view of the fact 
that Congress had in the provision thought controlling specifically over- 


42. Cf. Claridge Apartments Company v. Comm’r, 323 U.S. 141 (1944); Hassett v. 
Welch, 303 U.S. 303 (1938); and Justice Frankfurter’s dissent in Comm’r v. Estate of 
Church, 335 U.S. 632, 667 (1949). The Comptroller General had not applied C.G.O. 
B-28367 to cases in which the Bureau of Internal Revenue had taken final action toward 
the payment of interest prior to receipt of the opinion. 

43 See II MontcoMery, FepERAL TAXES—CorPoRATIONS AND ParTNERSHIPS, 1950-51, 
595. 

44 323 U.S. 658, 663 (1945). 

4563 F. Supp. 73 (Ct. Cl. 1945). 

46 Literally, the result was different only from that in the Moses and Busser cases. 
The issue in the Rosenman case did not arise in any of the others. 

47It was stated in the Hanley opinion that the taxpayer “was required to pay the 
taxes estimated to be due... .” 63 F. Supp. at 80. While the taxpayer here, like those 
in the other estate tax cases, was not granted an extension of time to pay the tax, the 
granting of the extension for filing the return was not conditioned upon the payment of 
the estimated tax. In each of the cases the taxpayer was in one sense required to pay an 
amount as estate tax, for otherwise he would have to pay interest on the late payment. 
But apparently there was no more requirement of payment in the Hanley case than in 
the Busser, Moses, and Rosenman decisions. ‘ 
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ruled only one of the three adverse rulings promulgated by the Comptroller 
General, and the one ** covering the instant situation, together with the 
Busser and Moses decisions, had not been reversed by legislation. Also, 
all of the material events in the Hanley case, including the Bureau’s final 
denial of the taxpayer’s claim for refund of interest, had taken place prior 
to the year of enactment of the 1943 Act. In this respect the Government 
attorney possibly showed less regard for the sacrosanct presumption 
against retroactive legislation than did Justice Frankfurter. Nevertheless, 
it is unlikely that anything would have been gained by the Government 
had the interest point been vigorously contested ; the three previous cases 
involving interest which had arisen before the Court of Claims had all 
been decided by that tribunal in favor of the taxpayer.*® 
Dealing first with the issue of interest,°° Judge Whitaker stated : 


Following our decision in Atlantic Oil Producing Company v. United States, 
92 Ct. Cl. 441, 35 F. Supp. 766, we held in Rosenman, et al., Ex’rs v. United 
States, 101 Ct. Cl. 437, 53 F. Supp. 722, that such a remittance was an ‘over- 
payment’ as the word was used in the Internal Revenue Code, and that the 
taxpayer was entitled to interest thereon. We were reversed by the Supreme 
Court, 323 U.S. 658, but in that case the Supreme Court stated that it was 
unnecessary to give consideration to the effect of the-Current Tax Payment 
Act of 1943, 57 Stat. 126. ... 

It thus appears that Congress intended to use the word ‘overpayment’ in 
section 3770 in the sense we understood it to have been used when we rendered 
our opinion in the two above-styled cases, and the parties now agree that under 
this amendment this plaintiff is entitled to the interest he claims. 


Apparently, Judge Whitaker did not make an extensive search for the 
reasons behind Justice Frankfurter’s refusal to give any consideration to 
section 4 of the Current Tax Payment Act of 1943. At any rate, Judge 
Whitaker seemed convinced that Congress merely reaffirmed his interpre- 
tation of prior law and, in effect, showed that he was correct all the time. 


48 C.G.0. A-48307, supra note 20. 

49 Royal Bank of Canada v. United States, 44 F.2d 249 (Ct. Cl. 1930) ; Atlantic Oil Pro- 
ducing Company vy. United States, 35 F. Supp. 766 (Ct. Cl. 1940); and Rosenman v. 
United States, 323 U.S. 658 (1945), reversing 53 F. Supp. 722 (Ct. Cl. 1944). 

50 Perhaps the question of interest was not in issue at all. While the parties cannot bind 
the court by a stipulation of law, the Government can waive an issue. Compare Comm’r v. 
Ehrhart, 82 F.2d 338 (Sth Cir. 1936) with Holly Development Company, 33 B.T.A. 774 
(1935), rev'd on other issues, 93 F.2d 146 (9th Cir. 1937). See Estate of George E. Howe, 
16 T.C. 1493 (1951) ; 9 Mertens, Law or Feperat IncoME Taxation §50.72. 

5163 F. Supp. at 80. Judge Whitaker rendered the opinion in both the Rosenman and 
the Atlantic Oil Producing Company decisions of the Court of Claims. It is interesting to 
note the view, quoted above, that the Court of Claims had held in its Rosenman decision 
that “the taxpayer was entitled to interest... .” The Rosenman case did not involve 
the issue of interest either in the Court of Claims or the Supreme Court, but confusion 
regarding what was actually decided in this case is certainly understandable. 
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Also, of course, legislation which merely declares existing law can be and 
should be applied retroactively. 

If there had been no other decisions regarding the allowance of interest 
after the Hanley case, perhaps taxpayers might have concluded that Con- 
gress had in fact meant to reaffirm the liberal view taken and followed 
consistently by the Court of Claims. But other Courts found occasion to 
look at section 3770(c) of the Code with its legislative history and, while 
agreeing with the Court of Claims that the provision merely declared and 
clarified existing law, concluded that the existing law, so declared and 
clarified, was not what that tribunal said it was.” 

The District Court for the Southern District of California, almost as 
far geographically from the Court of Claims as a United States District 
Court could be, proved in Murphy v. United States ** that it was similarly 
distant in its conclusion regarding the allowance of interest. This case, 
like the Estate of Rogers decision, involved an additional payment made 
upon the oral prediction of a deficiency assessment after the filing of the 
estate tax return. Apparently ignoring Judge Murdock’s decision, Judge 
Mathes concluded : 


For obvious reasons, no remittance from a taxpayer can properly be con- 
sidered an ‘overpayment’ within the meaning of I.R.C. §3771(a) unless the 
payment be made either (1) on account of the tax shown to be payable by 
the taxpayer’s verified return, or (2) in response to an assessment by the 
Commissioner [Rosenman v. United States, 1945, 323 U.S. 658, 65 S.Ct. 536, 
89 L.Ed. 535 ; Busser v. United States, 3 Cir., 1942, 130 F.2d 537.] Any other 
rule would render the Government liable for 6% interest on any amount a 
taxpayer might choose to remit to a Collector.** 


The “obvious reasons,” so apparent to Judge Mathes, might be less than 
obvious to others. In fact, it is possible that certain aggrieved taxpayers 
might suggest that one who cites the Rosenman and Busser decisions for 
the conclusion that interest cannot be allowed unless there is a payment 
of tax shown on the “verified return” or a payment of an assessment, 
rivals the Comptroller General as a fast man with a precedent. 

Judge Mathes dismissed section 3770(c) from consideration on the 


52 But see the cryptic opinion and holding in Mary D. Beal v. United States, 46-1 
USTC 10,259 (E.D.N.Y. 1946). 

5378 F. Supp. 236 (S. D. Cal. 1948). 

54 Jd. at 240. An interesting point involved in this decision was the question whether 
a prior Tax Court order, to the effect that there was no deficiency in estate tax, precluded 
the taxpayer from presenting his claim for interest to the District Court. Judge Mathes 
held that the taxpayer was not barred, but there is some indication that he might have held 
otherwise if the Tax Court had found an “overpayment.” 
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grounds that it merely declared and clarified his version of existing law.* 
He cited the Conference Report and stated that he and Congress were in 
square agreement. 

The next interest case was also decided by Judge Mathes, and it is not 
altogether surprising to find that the result was the same as that in the 
Murphy case. Mitchell v. Westover °° involved a remittance made in ac- 
cordance with an agreement between taxpayer and Commissioner whereby 
the release of estate tax liens was secured. Unlike that in the Chicago 
Title & Trust Company decision, the payment was made prior to the time 
of filing the estate tax return. 

Judge Mathes had no difficulty holding for the defendant, and he 
reiterated his view that no excess remittance could be an “overpayment” * 
unless it was paid pursuant to and in accordance with a return or an assess- 
ment. To the two authorities which he had cited in the Murphy case for 
this proposition, he added the Chicago Title & Trust Company decision 
and his own Murphy opinion. The addition of the last citation is com- 
mendable as this seems to be the only case which supports such a narrow 
view,”* but the citation of the Chicago Title & Trust Company case is 
mystifying, for the facts there almost paralleled those in Mitchell, and 
the remittance which was there held to be an “overpayment” was neither 
an amount shown on the return nor an amount assessed by the Com- 
missioner. 

The most recent anti-Hanley decision is Manee v. United States.”° There 
the plaintiff submitted an estate tax return showing no net estate and no 
estate tax payable, and accompanied this sworn return by a check for 
$64,000, together with a letter explaining that a tax of such amount might 
be due in the event of an ultimately favorable result from certain litiga- 
tion. The excess of the tax finally found to be due over the advance pay- 
ment was returned without interest, and the District Court agreed with 


55 In this case, as in the Hanley and Rosenman cases, all of the facts concerning the 
excess payment occurred prior to the enactment of the Current Tax Payment Act of 
1943. But in this case, however, the claim for refund was filed after such date. 

5690 F. Supp. 278 (S. D. Cal. 1950). 

57 In a post-Rosenman decision involving a question with regard to the period of limita- 
tions, the Supreme Court took a more liberal view of the nature of an “overpayment”: 
“Hence we read the word ‘overpayment’ in its usual sense, as meaning any payment in 
excess of that which is properly due. Such an excess payment may be traced to an error 
in mathematics or in judgment or in interpretation of facts or law. And the error may 
be committed by the taxpayer or by the revenue agents. Whatever the reason, the payment 
of more than is rightfully due is what characterizes an overpayment.” Jones v. Liberty 
Glass Company, 332 U.S. 524, 531 (1947). 

58 Also, those who long for consistency in court decisions would be pleased to see that 
the Southern District of California agrees with itself. 

5997 F. Supp. 993 (S.D.N.Y. 1951). 
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the Commissioner that no interest should be allowed. Finding that section 
3770(c) was merely declaratory of prior law, Judge Goddard thought that 
the Rosenman case, decided in 1945, “laid down” the law in existence at 
the time of the passage of the Current Tax Payment Act of 1943. Some 
Congressmen might find it rather difficult to believe that they would know 
and approve in 1943 that which the Supreme Court in 1945 would declare 
the law to be, but Judge Goddard seemed to have no such doubts regarding 
the ability of Congress to presage the mind of Justice Frankfurter. While 
Judge Goddard’s opinion does not go so far as those of Judge Mathes’, it 
seems clear that he did not agree with the conclusion in the Hanley case. 

But the Court of Claims has had the last judicial word. Reading Com- 
pany v. United States ® provided an oportunity for Judge Littleton ™ to 
adopt Judge Whitaker’s views in the Hanley case. As in Atlantic Oil 
Producing Company, the taxpayer, which had obtained an extension of 
time to file its capital stock tax return, paid an amount of estimated tax 
to stop the running of interest. Later termination of the World War II 
amortization period under Code section 124(e)(2), coupled with an 
election by the taxpayer to use accelerated amortization, had the effect 
of making a large reduction in the taxpayer’s income, with the consequence 
that the return as finally submitted by the astute taxpayer showed a capital 
stock tax of one-third of the amount already paid.” 

Judge Littleton stated that interest was allowable upon his finding that 
the standards set forth by Congress were met: 


Upon the facts of this case, we find that the remittance by plaintiff .. . 
was made incident to a bona fide and orderly discharge of plaintiff’s reasonably 
apparent duties in connection with plaintiff's estimate in good faith at the 
time, as to what its capital stock tax liability would probably be.** 


In keeping with the tendency of courts in cases involving interest to call 
attention only to favorable precedents, Judge Littleton did not mention the 
Murphy, Mitchell, or Manee decisions. 

At the present time, therefore, the courts are in a state of confusion 


6098 F. Supp. 598 (Ct. Cl. 1951). 

61 Judge Littleton had also rendered the opinion in the Royal Bank of Canada case. 

62 Although the late two-headed monstrosity of the capital stock tax and the declared 
value excess profits tax had the joint effect of rewarding a good guesser, one might 
question Judge Littleton’s assumption that second guessing was favored. Undoubtedly, 
a great number of taxpayers filed timely capital stock tax returns in 1945 without taking 
the possibility of collapsed amortization into account; certain courts might not be quick 
to grant further assistance to a taxpayer which was able to save $100,000 in capital stock 
taxes by delaying action until it could make a properly educated guess. Compare the sad 
predicaments of the taxpayers in Scaife Co. v. Comm’r, 314 U.S. 459 (1941) and Hel- 
vering v. Lerner Stores Corp., 314 U.S. 463 (1941). 

63 98 F. Supp. at 600. 











246 TAX LAW REVIEW [Vol. 7: 


and disagreement regarding the nature of an “overpayment”? and the 
allowance of interest. The result of a case may well depend on the forum 
which decides it ; a taxpayer in the Southern District of California should, 
if the hardship and expense are warranted by the amount involved, file 
suit in the Court of Claims rather than in his local District Court.** This 
unfortunate but not unusual condition could, of course, be remedied by 
the Supreme Court, but in view of the Rosenman case a Supreme Court 
cure might well be worse than the lower court ailment. 


VI. ADMINISTRATION—INTELLIGENT AND EQUITABLE 


It is fortunate for the course of good tax administration that the con- 
fusion in the courts has not yet permeated the Bureau of Internal Revenue. 
Administrative decisions to allow or deny interest are at present made by 
an especially competent and conscientious group of Bureau officials in 
Clearing Branch of Income Tax Division © and Interpretative Division of 
Chief Counsel’s Office. Instead of taking the position that interest should 
be denied in every case where there is some justification for such view in 
the decided cases, the Bureau officials charged with this task have con- 
scientiously followed the intent of Congress in allowing interest on over- 
payments ‘“‘made incident to the bona fide orderly compliance with actual 
or reasonably apparent duties of the taxpayer,” and denying interest where 
“disorderly remittances” have been dumped on the Collector. 

In a Special Ruling ° the Bureau held that interest would be allowed 
in a case where a taxpayer paid a large part of a proposed deficiency set 


64 One might speculate regarding the outcome of the Reading Company case had this 
Pennsylvania taxpayer not been careful enough to remove itself from the orbit of the 
Busser Court. 

65 Under a recent proposal to decentralize Bureau operations even further, Clearing 
Branch officials would be scattered among the various field offices. This proposal is not 
in the interests of sound administration of the internal revenue laws. Decentralizing and 
disbanding the organized units familiar with difficult administrative problems and capable 
of handling these problems in a uniform manner throughout the country would likely lead 
to the loss of skilled officials who would be unwilling to leave their homes in Washington, 
and would probably result in the loss of coordination and uniformity of decision. The 
Bureau of Internal Revenue is already decentralized to a much greater extent than 
nearly all the other governmental administrative and regulatory agencies; a further dis- 
persal of personnel is not only unnecessary but also highly undesirable. Furthermore, in 
view of recent developments, it would hardly seem advisable to delegate additional 
functions to the Collectors. 

66 1950 P-H 76,331 (June 19, 1950). This ruling was published by the recipient, not 
the Bureau, and accordingly it does not represent an official public statement of the 
Bureau position. 

67 While the decision of the Bureau was qualified by the requirement that the taxpayer 
must intend the amount paid as a payment of tax, this requirement was assumed to be 
met on the hypothetical facts stated in the ruling. 
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up in a Revenue Agent’s report and then settled the case with the Office 
of the Internal Revenue Agent in Charge for an amount “substantially 
less than the amount previously paid.” Similar conclusions were reached 
on the same hypothetical facts in situations in which the Tax Court had 
determined that there had been an overpayment and that there had been 
no deficiency at all, and where the Bureau had issued a jeopardy assessment 
after the initial remittance. 

Section 3770(c) of the Code was discussed at length in the Special 
Ruling and the Senate Report was quoted. Also, the Hanley case was 
mentioned and was regarded as a square holding on the question of in- 
terest. While it would seem that the ruling of the Bureau is almost directly 
contrary to the holding of the Murphy case,®* no reference was made to 
that decision or to Judge Mathes’ standards for the allowance of interest. 


VII. ConcLusiIon 


Despite the present liberal and realistic attitude of the Bureau, however, 
it is questionable how long Bureau officials will be free to be realistic 
about the question of interest in light of the determined opposition to 
realism on the part of a number of courts. With the huge need for cur- 
rent revenues, certain courts and officials may be overly influenced by the 
thought that taxpayers might brave the difficulties facing one who seeks 
return of funds paid as taxes, and through deliberate overpayment might 
secure Government investments at 6%. This fear might be removed by 
the reduction of the interest rate on tax refunds to a level in line with that 
now prevailing in the market place. The House of Representatives in- 
serted a provision in H. R. 8920, the Revenue Act of 1950, which would 
have cut the rate of interest on refunds to 3%.® The Republican minority 
in the Ways and Means Committee, however, accurately describing the 
present rate of interest as “a penalty on both the Government and the tax- 
payer,” ™ strongly opposed a reduction of interest rate on refunds without 


68 See Hodgkin, Computing Interest on a Tax Settlement in Proceepincs oF NEw 
York University SEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 238, 239 (1949). 
The Murphy case involved an oral prediction of a deficiency, while the hypothetical facts 
in the ruling involved a proposed deficiency set up in the Revenue Agent’s report. The 
difference between deficiencies predicted by word of mouth and those predicted in writing 
would not appear to be controlling. 

69 Sec. 602, H. R. 8920, 81st Cong., 2d Sess. (1950). 

70H. R. Rep. No. 2319, 81st Cong., 2d Sess. 155, 1950-2 Cum. Butt. 380. The minority 
inaccurately stated that the 6% rate was adopted in 1934. The rate was actually adopted 
in 1921 by sec. 1324(a) of the Revenue Act of 1921. The interest rate on refunds was 
cut to 4% in 1932 by sec. 319, Part II, of the Legislative Appropriations Act, 47 Star. 
382, 412 (1932), but the 6% rate was retroactively restored the following year. Sec. 14, 
Treasury and Post Office Appropriation Act, 47 Strat. 1489, 1517 (1933). 
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a similar lowering of that on deficiencies. The Senate Finance Committee 
agreed with the Republican view that a difference between the rate paid to 
the Government and that paid by the Government would be “discrimi- 
natory,” “* and this provision was not contained in the Revenue Act of 
1950 as it became law. 

In the absence of any legislative change in the rate of interest, there will 
still remain a modicum of danger that certain taxpayers who are willing 
to face the difficulties of regaining their money, will intentionally overpay 
their taxes or estimated taxes in order to obtain not only protection against 
the running of interest against them but also the 6% Government invest- 
ment decried by Judge Goodrich in the Busser case. Balanced against the 
necessity for protection of the Treasury against such schemers, there is 
the evident desirability of the payment of statutory interest by the Gov- 
ernment on excess remittances which had been computed as accurately 
as possible on the facts known to the taxpayer at the time of payment and 
paid to the Collector in accordance with the duties of the taxpayer under 
the Code as administered by the Bureau. 

Perhaps there should be a dual obligation on the part of the taxpayer ; 
first, his interpretation of his legal duties regarding both his actual tax 
liability and the manner of discharging that liability should not be patently 
unreasonable, even if mistaken, and secondly, he must try to make as 
factually accurate a computation of his tax liability as is feasible under 
the circumstances. If these requirements are met, the amount paid should 
be considered an overpayment which: bears interest, whether paid before 
the filing of return or afterwards, and whether there is any ultimate tax 
liability or not. And in one situation, at least, the result seems clear. As 
in the case of extensions of time for filing excess profits tax returns for 
the year 1950, if the Government expressly conditions the allowance of 
an extension upon the filing of a tentative return and the payment of an 
estimated amount of tax,” the refund of part or all of such a payment 
which had been made in accordance with the taxpayer’s reasonable under- 
standing of the law pursuant to a reasonably accurate computation should 
bear the interest presribed by statute. 


71 Sen. Rep. No. 2375, 8lst Cong., 2d Sess. 53, 1950-2 Cum. Buti. 483. In Canada 
the rate of interest on deficiencies is 6% and the rate on overpayments is 2%. Secs. 
50(1) and 52(3) of The Income Tax Act. 

72, See Address by Commissioner Schoeneman before the Philadelphia Chapter of the 
Tax Executives Institute, Jan. 10, 1951. CCH {60,047 at 81,025-6 (1951); Mim. 6157. 
1947-2 Cum. Butt, 64. 
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Notes 


Incorrectly Addressed 90-Day Letters. Should a taxpayer file a Tax 
Court petition based upon an improperly addressed 90-day letter?* The 
answer to this question may be crucial if the notice of deficiency is mailed 
just before the expiration of the statute of limitations. Only a valid notice 
of deficiency will suspend the running of the limitations period.? If, as some 
cases suggest, the filing of a petition operates as a waiver of objections to 
defects in the notice of deficiency, it is to the taxpayer’s disadvantage to file 
a petition, since he thereby prevents expiration of the limitations period. On 
the other hand, if the wrong address is regarded as immaterial error, failure 
to file a petition will result in immediate assessment and the loss of the Tax 
Court as a forum.’ The purpose of this note is to study the existing decisions 
bearing upon the choice of whether or not to file a petition. 

It is clear that an improperly addressed notice of deficiency which is not 
delivered to the taxpayer, and of which he has no notice, is invalid.t In cases 
where the “defective” 90-day letter does reach its intended destination, 
however, and there is no unusual delay, the decisions are in conflict concerning 
the validity of the statutory notice and the jurisdiction of the Tax Court 
where the taxpayer files a petition. 

Cases recognizing the Tax Court’s jurisdiction. Where the deficiency notice 
is incorrectly addressed, but is nevertheless delivered without delay, several 
cases have held that the filing of a petition waives defects in the address, with 
the result that the Tax Court has jurisdiction.’ This “waiver” theory was ex- 
tended quite far in the recent Stewart ® case, which permitted the Tax Court 


1 Errors in the addressing of a notice of deficiency may take several forms. Incorrect 
spelling of names, wrong addresses, and typographical errors may generally be classed as 
errors of description. The cases discussed in this note deal with such errors of description. 
Errors of identification, involving deficiency letters addressed to the wrong person, gener- 
ally invalidate the deficiency notice as applied to the taxpayer against whom the deficiency 
should have been determined. As to what constitutes a correct address, I.R.C. §272(k) 
requires that the notice of deficiency be mailed to the taxpayer at his last known address. 
Some of the many cases dealing with the meaning of “last known address” are Clark, 
10 T.C. 1107 (1948) ; Gregory v. United States, 57 F. Supp. 962 (Ct. Cl. 1944), cert. 
denied, 326 U.S. 747 (1945). 

21.R.C. §277. 

3 7.R.C. §272(a) (1). 

4 Walter G. Morgan, 5 B.T.A. 1035 (1927) ; Utah Orpheum Co., 6 B.T.A. 343 (1927) ; 
W. S. Trefry, 10 B.T.A. 134 (1928). See I.R.C. §272(k). 

5 Kay Manufacturing Co., 18 B.T.A. 753 (1930), aff’d, 53 F.2d 1083 (2d Cir. 1931) ; 
Rite-Way Products Inc., 12 T.C. 475 (1949). Some decisions have extended the time for 
appealing to the Tax Court where an incorrectly addressed notice of deficiency reaches the 
taxpayer with some delay. Dilks v. Blair, 23 F.2d 831 (7th Cir. 1927) ; Arlington Corp. v. 
Comm’r, 183 F.2d 448 (5th Cir. 1950). 

6 Stewart v. Comm’r, 186 F.2d 239 (6th Cir. 1951). 
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to retain jurisdiction even though the original deficiency notice was never 
delivered to the taxpayer but was mailed to his attorney. Because the taxpayer 
had indirect notice of the contents of the 90-day letter, the Sixth Circuit 
Court of Appeals held that the filing of a petition constituted a waiver. 

Some of the cases which give the Tax Court jurisdiction despite an in- 
correctly addressed deficiency notice do not rely on a theory of waiver. Rather, 
they hold that minor defects in the address, where there is no resulting delay 
or prejudice to the taxpayer, do not invalidate the deficiency notice.? The 
rationale of these cases is perhaps best expressed in the language of Judge 
Learned Hand in the Olsen case, “The notice is only to advise the person who 
is to pay the deficiency that the Commissioner means to assess him ; anything 
that does this unequivocally is good enough.” ® 

The distinction between these two lines of cases will be discussed later in 
this note. At this point, however, it seems pertinent to observe that there 
is considerable overlapping in the language found in these two lines of cases, 
and the dichotomy is often quite indistinct. 

Cases extending the Tax Court’s jurisdiction. There is a line of cases 
involving incorrectly addressed deficiency notices in which the validity of 
the notice is not questioned, and the only question is whether the taxpayer is 
entitled to an extension of time for appealing to the Tax Court. In Dilks v. 
Blair ® the Court held that the time limit for filing an appeal with the Tax 
Court was extended by the delay caused by an improper address on a de- 
ficiency notice, which was forwarded to the taxpayer. The Fifth Circuit 
Court of Appeals recently adopted the same view in the Arlington*® case. 
It is interesting to note (and perhaps indicative of the confusion in this area 
of law) and the Court in the latter case said that the deficiency notice was 
“wholly ineffective for non-compliance with the statute,” but nevertheless 
limited the effect of the improper address to an extension of the time for 
appealing to the Tax Court. 

Cases denying the Tax Court’s jurisdiction. Where the 90-day letter is 
improperly addressed and returned unclaimed to the Commissioner, the cases 
generally hold that there is no valid notice of deficiency, despite remailing, 
delivery, and actual notice before expiration of the 90-day period for appealing 
to the Tax Court." It is difficult to reconcile these cases with a decision like 
Stewart v. Commissioner,” where the taxpayer received notice of the im- 


7 McCarthy Co. v. Comm’r, 80 F.2d 618 (9th Cir. 1935) ; Olsen v. Helvering, 88 F.2d 
650 (2d Cir. 1937) ; Wright v. Comm’r, 101 F.2d 309 (4th Cir. 1939) ; Whitmer v. Lucas, 
53 F.2d 1006 (7th Cir. 1931) ; cf. National Bank of Commerce, 34 B.T.A. 119 (1936). 
But. cf. Antoinette J. Mitchell, 22 B.T.A. 1365 (1931). 

8 88 F.2d 650 (2d Cir. 1937). 

923 F.2d 831 (7th Cir. 1927). 

10 183 F.2d 448 (5th Cir. 1950). 

11 Walter G. Morgan, 5 B.T.A. 1035 (1927) ; Utah Orpheum Co., 6 B.T.A. 343 (1927) ; 
Welch v. Schweitzer, 106 F.2d 885 (9th Cir. 1939) ; William M. Greve, 37 B.T.A. 450 
(1938), petition for review dismissed, 2d Cir. Nov. 29, 1940; Henry Wilson, 16 B.T.A. 
1280 (1929) ; Gennaro A. Carbone, 8 T.C. 207 (1947). ‘ 

12 186 F.2d 239 (6th Cir. 1951). 











252 TAX LAW REVIEW [ Vol. 7: 


properly addressed 90-day letter through his attorney. In the remailing cases, 
actual notice is received (although a few days late) via the postal authorities, 
after the address has been corrected and the notice remailed. Except for the 
possible difference in length of delay, the source of the notice of the contents 
of the defective notice should be immaterial. Some cases point out that the 
second mailing was unregistered and therefore not in compliance with the 
statute.** These decisions do not consider whether the second mailing can 
be curative of the failure to address properly the first mailing, on the theory 
that the receipt of notice may make the error immaterial. Instead, these cases 
treat each mailing independently." 

The remailing cases are basically in conflict with the holding in some cases 
that an error in address is immaterial if the taxpayer gets actual notice of the 
contents. A study of the trend of decisions in this field indicates that the views 
of Judge Hand in the Olsen ** case are in ascendancy today, and that it would 
be unwise to rely too strongly on the remailing cases as authority for the in- 
validity of an incorrectly addressed notice of deficiency. 

Analysis of waiver decisions. As noted previously, some decisions declare 
that the Tax Court has jurisdiction, upon the ground that even if the deficiency 
notice is defective the defect is “cured” or “waived” by the filing of a petition. 
For example, in the Bankers Trust Company case, the taxpayer’s amended 
petition challenged the jurisdiction of the Board because of non-compliance 
with the statutory requirement of a correctly addressed notice of deficiency. 
The Board of Tax Appeals held that the filing of the petition cured any 
defects. The Tax Court opinion in the more recent case of Clark v. Com- 
missioner ** held similarly that “defects, such as the one claimed here, in the 
mailing of a notice of deficiency are cured where the taxpayer receives the 
notice and timely files a petition on the merits.” 

The most recent “waiver” case is the Stewart*® decision, involving a 
deficiency notice sent to the taxpayer’s attorney instead of to the taxpayer. 
In reversing the Tax Court, which had held that it had no jurisdiction, the 
Court of Appeals for the Sixth Circuit said, “In our opinion, whatever tech- 
nical defect existed in sending the notice to the taxpayer’s attorney . . . instead 
of to the taxpayer himself, was clearly waived by the later action of the tax- 
payer in filing his petition for review with the Tax Court, seeking a re- 
determination in his favor of the deficiency asserted by the Commissioner.” 


137. R.C. §272(a) (1). 

14 The second mailing will be recognized if it complies with the statutory requirements, 
independently of the previous defective notice. That is, a properly addressed notice which 
is sent by registered mail will be valid if timely, despite a previous notice which was 
defective. Eppler v. Comm’r, 188 F.2d 95 (7th Cir. 1951); cf. Walter G. Morgan, 
5 B.T.A. 1035 (1927). 

15 88 F.2d 650 (2d Cir. 1937). 

1624 B.T.A. 10 (1931). 

1710 T.C. 1107 (1948), aff'd 173 F.2d 13 (2d Cir. 1949); see Corrine P. Scruggs, 
29 B.T.A. 1102 (1934). 
18 186 F.2d 239 (6th Cir. 1951). 
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It is significant to note that the Stewart and other “waiver” cases often 
adopt the waiver argument as an alternative ground for decision and as a 
makeweight. A close reading of the decisions indicates that the defect is 
generally regarded as immaterial by the court because the taxpayer received 
actual notice. In the Stewart case, for example, the language of the Court, 
read in its entirety, suggests that there really was no “waiver” because there was 
nothing to waive—the statutory notice of deficiency would apparently have 
been held valid, whether or not a petition was filed. Thus, the distinction 
between “waiver” and “immaterial defect” cases seems to disappear and the 
two theories fuse into one—that it would be unconscionable to permit a tax- 
payer receiving an incorrectly addressed notice of deficiency to exploit a 
technical defect which did not harm him (unless the technical defect is lack 
of postal registration), at least where he has filed a petition. 

Conclusion. In the light of the foregoing analysis, should the taxpayer file 
a petition, or should he regard the improperly addressed notice of deficiency 
as a nullity? Before answering that question, one additional case should be 
considered. That case is Whitmer v. Lucas,*® as decided by the Seventh 
Circuit Court of Appeals. The Court held that the taxpayer could not enjoin 
collection of the tax, upon the ground that the incorrectly addressed deficiency 
notice was invalid. That case, however, must be regarded as having reached 
an inconclusive result, since the decision of the Court of Appeals was vacated 
and the case remanded by the Supreme Court, which had granted certiorari, 
because of abatement of the proceeding upon appeal. 

This is how the alternatives shape up to the taxpayer wondering what to 
do with his defectively addressed 90-day letter. If he files a petition and then 
challenges the jurisdiction of the Tax Court, it seems likely from the cases 
that he will be unsuccessful, either on the theory of “waiver” or on the 
ground that the defect was too insubstantial to be material. If he chooses to 
ignore the deficiency notice, he has a better chance of effectively challenging 
its validity, since there has been no “waiver”; but it appears from a study of 
the decisions that the “immaterial error” theory would probably be applied, 
in much the same language as was employed by Judge Learned Hand in the 
Olsen case. 

In a particular situation where the statute of limitations is about to expire 
and the taxpayer has a poor case on the merits, it may be advisable for him 
to ignore a wrongly addressed 90-day letter and try to enjoin collection, as 
in the Whitmer case. Unless a Supreme Court decision reverses the judicial 
trend, however, there is little likelihood that the injunction will be granted. 
The courts will probably continue to adhere to the predominant current view 
that actual notice without delay is the basic requisite for the validity of an 
incorrectly addressed 90-day letter.*° If this view continues to prevail, the 


1953 F.2d 1006 (7th Cir. 1931), cert. granted and proceeding vacated, 285 U.S. 529 
(1932). 

20 The non-technical approach to the requirement of a valid notice of deficiency as a 
requisite of Tax Court jurisdiction is well illustrated in Eppler v. Comm’r, 188 F.2d 95 
(7th Cir. 1951). 
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only way a taxpayer can take advantage of an error in the address is to add 
the resulting delay to the 90-day limit for appealing to the Tax Court—and 
even this relief may not be available in all courts. 

—THEODORE Propp* 


At What Stage Will Payment of a Deficiency Deprive the Tax Court 
of Jurisdiction? Since there are many advantages to a taxpayer in having 
his deficiency redetermined in the Tax Court, the determination of the earliest 
date that he can pay the proposed delinquent tax, thereby stopping the running 
of interest, may be of considerable importance in cases where large sums 
of money are involved. Psychologically there is an advantage in defending 
a taxpayer against an asserted deficiency rather than bringing suit for refund 
in the District Courts.1 The Tax Court in most cases is especially well equipped 
to handle tax matters. This Court more readily understands the problems 
peculiar to the tax field, its procedure is designed to expedite tax litigation, 
and it is less encumbered with detail and formalism than the other federal 
courts. 

It is, therefore, the purpose of this paper to determine when payment of 
a deficiency will deprive the Tax Court of jurisdiction to redetermine a tax- 
payer’s deficiency. 

Payment prior to the mailing of a 90-day letter. The Tax Court was created 
for the stated purpose of relieving the taxpayer of the necessity of paying the 
deficiency first and having his claim adjudicated later. Jurisdiction over suits 
for refunds was retained in the District Court. It would seem then, if we 
look to the purpose for which the Tax Court was created, that it would have 
jurisdiction only over those cases in which payment had not been made at the 
time the petition for redetermination was filed in the Tax Court. 

The Tax Court of the United States derives its general jurisdiction from 
section 1101 of the Internal Revenue Code,’ and its specific jurisdiction over 
income tax cases from section 272(a)(1) of the Internal Revenue Code.* 
The latter section lays down three requirements for jurisdiction in the Tax 
Court: (1) that the Commissioner determine a deficiency; (2) that a notice 
of deficiency be mailed to the taxpayer; and (3) that the taxpayer file a 


* Member of the New York Bar. 

1Gambill, Practical Considerations in Federal Tax Procedure, 26 Taxes 819 (1948). 

2T.R.C. §1101: “Jurispicrion. The Board and its divisions shall have such jurisdiction 
as is conferred on them by chapters 1, 2, 3, and 4 of this title, by Title II and Title III 
of the Revenue Act of 1926, 44 Stat. 9, or by laws enacted subsequent to February 26, 
1926.” 

81.R.C. §272(a) (1): “Petition to Boarp or Tax AppreaArs.—If in the case of any 
taxpayer, the Commissioner determines that there is a deficiency in respect of the tax 
imposed by this chapter, the Commissioner is authorized to send notice of such deficiency 
to the taxpayer by registered mail. Within ninety days after such notice is mailed... 
the taxpayer may file a petition with the Board of Tax Appeals for a redetermination 
of the deficiency. . . .” 








1952] NOTES 255 


petition with the Tax Court for a redetermination of the deficiency within 
ninety days after the mailing of such notice. It is not the actual existence of 
a deficiency that gives the Tax Court jurisdiction; it is rather the mailing of 
a notice to the taxpayer after the Commissioner has determined that such a 
deficiency exists that gives the Tax Court the right to review the Commis- 
sioner’s action. If the words of the statute are followed literally, the Tax 
Court is not bound to look beyond the face of the deficiency notice and the 
timely-filed petition to establish its jurisdiction. It has chosen, however, in 
defining what the essentials of its jurisdiction are, to look behind the face of 
the statutory notice and determine whether the “tax involved” has been paid 
at the time the notice is mailed, and where it has discovered that the tax was 
paid it has stamped the notice as “invalid.”* The Anderson case may be 
criticized on the ground that it decided this important point without an appear- 
ance by the taxpayer at the hearing and without review by the Court. Judge 
Opper, in deciding the Anderson case, granted the Commissioner’s motion to 
dismiss for lack of jurisdiction, stating : 


Since, on the date of the mailing of the letter purporting to be a notice of 
deficiency, it appears that the tax there involved had already been paid, it must 
be held that the letter was not a valid notice of deficiency within the definition 
of the Internal Revenue Code. See Internal Revenue Code section 271(a). 
The inescapable prerequisite of our jurisdiction is consequently lacking. . . . 
Accordingly, notwithstanding the failure of petitioner to appear at the hearing 
and his default in prosecution of this appeal, this proceeding is dismissed for 
lack of jurisdiction. 


However, section 271(a) of the Internal Revenue Code,’ cited by the Court, 
does not define a “valid notice of deficiency.” It merely defines a “deficiency.” 
The jurisdiction of the Tax Court was not made to depend on the actual 
existence of a deficiency, for if such were the case, the purpose of the Court 
would be defeated ; if it once determined that no deficiency existed, it would 
have to disclaim jurisdiction. Great significance should be attached to the 
use of the words “tax involved” in this opinion, for here the amount in dispute 
and for which the Commissioner sent the notice of deficiency had actually been 
paid. 

The result reached in the Anderson case is not directly in conflict with 
any reported decision, but only with some difficulty can the earlier case of 
C. A. O’Meara * be distinguished. There the taxpayer had filed a consolidated 
return for the year with other companies and paid the tax thereon. The Com- 
missioner, after determining that the companies were not affiliated, sent the 
taxpayer a deficiency notice in which he erroneously failed to credit the tax- 


4 Stanley A. Anderson, 11 T.C. 841, 843 (1948). 

5T.R.C. §271(a). This section defines a deficiency but does not mention authorization 
of a “notice of deficiency” ; the only reference material to the question is found in §272(a). 
See note 3, supra. 
6C, A. O’Meara, 11 B.T.A. 101 (1928), rev'd on other issues, 34 F.2d 390 (10th Cir. 
1929). . 
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payer with his proportionate share paid on the original consolidated return, 
which share exceeded the amount shown as the tax in the deficiency notice. 
The Tax Court held that the deficiency notice was sufficient to give it 
jurisdiction. 

It is possible to distinguish the Anderson case from the O’Meara case 
because of the technical language used in the Anderson opinion, 1.e., “the tax 
there involved had already been paid.” This evidently was intended to refer 
to a disputed amount which was paid after the taxpayer was informed that 
a notice of deficiency was in the offing. There appears to be little practical 
ground for the distinction, however, and no attempt was made to distinguish 
the O’Meara holding; indeed, it was probably not before the Court as a 
precedent in the Anderson case. 

The O’Meara holding is substantiated by the language of a later case’ in 
which the Board of Tax Appeals said: 


. . . The statute is complied with if the Commissioner determines the de- 
ficiency and mails a notice thereof. There is no evidence that this was not 
done. The notice of tax liability here in question is on a letterhead of the 
Commissioner and no fair question can be raised but that it is a valid notice 
of tax liability within the requirement of the statute. . . 


The Tax Court is also precluded from consideration of the amount paid 
on the taxpayer’s estimated income tax in determining whether there has 
been a valid notice of deficiency.* Where there existed an overpayment for 
two consecutive years made on a taxpayer’s estimated tax over the tax shown 
on his regular return, and no credit had been issued to the taxpayer, the Tax 
Court nevertheless ruled that it could not consider the overpayments made 
on the estimated tax declaration in determining the deficiencies for the years 
in question.® Section 322(d) of the Code gave the Tax Court authority to 
find overpayments even where a deficiency existed.’° 

Where payments were made on an estimated tax declaration in respect to 
improperly accrued income, and in a subsequent year the taxpayer attempted 
to take a loss when it developed that he would not receive the income, the 
deduction was disallowed and a notice of deficiency was sent to the taxpayer. 
In determining whether there was a deficiency, the Tax Court refused to 
consider the payments made on the estimated tax declaration for the earlier 
year, because section 271(b)(1) of the Code requires that the tax shown on 


7 Oswego Falls Corporation, 26 B.T.A. 60, 65 (1932), aff'd, 71 F.2d 673 (2d Cir. 1934). 

8]T.R.C. 271(b) (1): “Rues ror APPLICATION OF SUBSECTION (a).—For the purposes 
of this section—The tax imposed by this chapter and the tax shown on the return shall 
both be determined without regard to payments on account of estimated tax, without 
regard to credit under section 35, and without regard to so much of the credit under 
section 32 as exceeds 2 per centum of the interest on obligations described in section 
Metta se 

9 Ernest J. Keefe, 15 T.C. 947 (1950). 

10 ].R.C. §322(d): “OverpAyMENT Founp py TAx Court.—If the Board... finds 
that there is a deficiency but that the taxpayer has made an overpayment of tax in respect 
of such taxable year, the Board shall have jurisdiction. . . .” 
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the return and the tax imposed shall be determined without regard to the 
credit for tax withheld under section 35. The Court accordingly determined 
the deficiency without regard to the estimated tax payments of the earlier 
year.” 

Where the Commissioner determined that there was an income tax deficiency 
and for the saine year an excess profits tax overpayment in an amount greater 
than the deficiency, the Board of Tax Appeals assumed jurisdiction of the 
deficiency but refused to consider the overpayment. The excess profits tax 
overpayment exceeded the deficiency, hence there was no tax due but rather 
a net overpayment.’* The Court said: 


. . . The combination of the two determinations in one mathematical calcu- 
lation does not change the fact that there has been a determination of a de- 
ficiency in the income tax, and a proper petition for redetermination thereof 
is within our jurisdiction. . 

Where the Commissioner erroneously refunded part of the tax shown on 
the return and paid, he may nevertheless determine a deficiency in relation 
thereto, and upon notice of such deficiency to the taxpayer and the timely 
filing of a petition in the Tax Court, the Tax Court has jurisdiction to re- 
determine the deficiency.** So the Tax Court is firmly committed to the pro- 
cedure of looking beyond the mere notice of deficiency and the timely-filed 
petition, to establish its jurisdiction or to disclaim jurisdiction as it did in the 
Anderson case. 

The crux of the problem in these situations where the Commissioner sends 
a notice of deficiency after the tax involved is paid, is whether the fact that 
the notice would not have been sent had the amount paid been properly credited 
to the taxpayer’s account is sufficient to declare the notice invalid. The 
Anderson case squarely faces this issue and decides that such a notice is 
invalid. The O’Meara case is a step in the other direction, but was decided 
twenty years earlier and dealt with a corporation which had paid its tax as 
an affiliated unit, while the notice of deficiency was sent to it as an un- 
affiliated corporation. 

There is little chance of acquiring a hearing before the Tax Court if pay- 
ment is made prior to receipt of the notice of deficiency. Indeed, many writers 
go much farther and state that “the right of appeal to the Tax Court is 
forfeited if the tax is paid before taking the case to the Tax Court.” '* This 
statement should be qualified, however, in the light of such language by the 
Board of Tax Appeals as: 


. . . It may well be true that respondent [the Commissioner] erred in his 
determination that a deficiency existed for this period. But when he once 


11 Paul Irvin Redcay, 12 T.C. 806 (1949). 

12 Will County Title Co., 38 B.T.A. 1396, 1397 (1938). 

13 Austin Co., 8 B.T.A. 628 (1927) ; Dallas Brass and Copper Co., 3 B.T.A. 856 (1926) ; 
Warner Sugar Refining Co., 4 B.T.A. 5 (1926) ; First National Bank of Plattsburg, Mo., 
4 B.T.A, 478 (1926) ; Joseph P. Levy v. Comm’r, 48 F.2d 725 (9th Cir. 1931) ; Katharina 
Richter, Executrix, 16 B.T.A. 936 (1929). : 

14 See note 1 supra. 
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determined that there was a deficiency that fact gives us jurisdiction to de- 
termine whether or not it was correctly arrived at. We see no reason to revoke 
the order previously entered herein and therefore hold that we have jurisdic- 
tion of this proceeding.*® 

Payment after the notice of deficiency is mailed, but before the taxpayer's 
petition is filed in the Tax Court. The Board of Tax Appeals, in its first year 
of existence, refused to take jurisdiction in Everett Knitting Works,® where 
payment of the tax was made prior to the filing of the petition but after 
“assessment” had been made by the Commissioner. This case was decided by 
the Board sitting en banc, and in view of its holding that payment before filing 
the petition defeated the Board’s jurisdiction, it follows a fortiori that payment 
prior to the mailing of notice by the Commissioner would have the same effect. 
Speaking for the Board in this case, Mr. Sternhagen said: 


Evidently the amount previously collected must be subtracted from the 
amount of tax imposed by the statute in order to arrive at the statutory de- 
ficiency. The amount cannot at the same time be both the deficiency and also 
one of the factors in determining the deficiency. 

In view of the purpose of Congress in creating the Board, as expressed 
when the bill was being created to give the taxpayer a chance to have an 
open and neutral consideration of his liability for a deficiency before he is 
required to pay, the harsh rule of payment first and litigation afterwards was 
sought to be mitigated. But the consideration of refund claims has no place 
in this scheme. Payment has already been made and there is nothing upon 
which the determination of the Board can effectively operate. The taxpayer 
has now as he has heretofore had a right of action in court to recover any 
amount erroneously collected. 


Everett Knitting Works was cited with approval in the Anderson case. 
It is evident from the above quotation that the Board gave considerable 
importance to the purpose of Congress in establishing what is now the Tax 
Court. There has been no material change in the statutory definition of juris- 
diction since 1924, except in respect to jeopardy assessment. 

Congress in the Revenue Act of 1926 expressly gave the Board of Tax 
Appeals jurisdiction to redetermine deficiencies collected by jeopardy assess- 
ment prior to the filing of a petition.’ The Board of Tax Appeals assumed 
jurisdiction of just such a case in Walter S. Hughes,* where a jeopardy 
assessment was issued and paid before the petition for redetermination 
was filed. There is considerable disagreement among writers on this subject 
as to whether the Tax Court actually has jurisdiction in such circumstances.” 
It is one view that if the tax is paid before the petition is filed, there is nothing 
upon which the determination of the Court can “effectively operate,” while 
another view is that “jurisdiction of the Tax Court is based on the facts in 


15H. Milgrim and Bros., Inc., 24 B.T.A. 853, 854 (1931). 

16 Everett Knitting Works, 1 B.T.A. 5, 6 (1924). 

17 Conference Report on Senate Amendment No. 86, which amended section 279 of the 
Revenue Act of 1926 (now I.R.C. §273). 

18 Walter S. Hughes, 10 B.T.A. 1159 (1928). 

19 Gambill, supra note 1, and for the author’s continuing opinion after the Anderson case, 
see 27 Taxes 82 (1949). 
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existence when the document designated as a notice of deficiency is sent and 
not on facts arising subsequently,” *° and that as a practical matter the Com- 
missioner is not likely to challenge the jurisdiction of the Tax Court where 
payment is made after the notice of deficiency is mailed. 

Payment after filing the petition with the Tax Court. It appears from the 
cases and the custom of the Tax Court that a petitioner can safely pay a 
deficiency once he has filed his petition in the Tax Court, without depriving 
that Court of jurisdiction to redetermine his deficiency. Where the Commis- 
sioner sent a taxpayer a notice of deficiency and the taxpayer filed his petition 
for redetermination with the Board of Tax Appeals and later, but before 
hearing, paid the tax, the Commissioner moved to dismiss for lack of juris- 
diction. The Board, however, retained jurisdiction, stating that under the 
Revenue Act of 1926, when the notice of a deficiency has been mailed to the 
taxpayer and an appeal taken to the Board, the Board has jurisdiction to 
determine a deficiency or an overpayment.** 

In Standard Portland Cement Co. v. Commissioner,?? where the amount 
in dispute was paid after the petition had been filed in the Tax Court but 
prior to the hearing, the taxpayer offered evidence of the payment and receipt 
therefor, but the Commissioner objected to the evidence because it was in- 
competent, irrelevant, and immaterial. The Tax Court refused to consider 
evidence of payment, and sustained the Commissioner’s objection. On appeal 

‘by the taxpayer, however, the Third Circuit Court of Appeals reversed the 
Tax Court and remanded the case, with the instruction that the Tax Court 
consider evidence of the payment in determining whether a deficiency existed. 
The failure of the Commissioner to raise the question of jurisdiction in this 
case indicates that where payment follows the filing of a petition, the issue of 
jurisdiction will not be presented but the payment is to be considered in 
determining the existing deficiency. In an earlier case the Board had refused 
to consider facts which had occurred after the institution of an appeal, stating 
that “the appeal must stand or fall on the then existing facts.” ** 

Conclusion. While there has been some waivering in the determination of 
jurisdiction, the principle enunciated in Everett Knitting Works that payment 
of an asserted deficiency at any time prior to the filing of the petition will 
deprive the Court of jurisdiction, has by and large been followed. It would 
appear, on the other hand, that there is good reason to encourage rather than 
penalize early payments. But in the present state of the law, payment prior 
to the filing of the petition in the Tax Court is not advisable if the taxpayer 
wishes to have that Court redetermine his deficiency. 

—Jor Jack Hurst* 


20 For an answer to Gambill’s article see letter by Diamond, 26 Taxes 882 (1948) ; 
and a subsequent answer to Gambill’s reply appears in 27 Taxes 82 (1949). 

21 Magdalena W. DeSabichi, 4 B.T.A. 445 (1926). 

22 Standard Portland Cement Co. v. Comm’r, 80 F.2d 585 (3d Cir. 1935). 

23 Supra note 16. 

*Member of Mississippi Bar, associated with Wells, Wells, Newman & Thomas, 
Jackson, Miss. 











New York STATE INCOME AND 
FRANCHISE TAxeEs. 2d ed. By BEN- 
JAMIN HARROW. New York: Prentice- 
Hall, Inc., 1951. Pp. 778. $12.50. 


The impact of the federal revenue 
law with all of its resultant com- 
plexities has produced a flood of tax 
literature richly endowing the legal 
and accounting professions with the 
best there is in contemporary tax 
thinking. This is not without its at- 
tendant disadvantages. The average 
practitioner does not have the time 
to keep abreast of this vast output. 
The succinct expression that “only 
the more rugged mortals should at- 
tempt to keep up with current litera- 
ture” is more than appropriate with 
reference to this literary yield. In so 
far as state tax law is concerned, and 
more specifically in the case of New 
York law, the opposite is the situation. 
Because the leading tax commentators 
have channeled their prolific energies 
into the federal field, an almost vacu- 
ous condition prevails here. There is 
a distinct lack of contemporary writ- 
ing dealing with New York tax law 
or useful to the practitioner in that 
field. 

Mr. Harrow’s revision of his text, 
first published ten years ago (with 
Isidor Sack, co-author of the first 
edition), is therefore most welcome. 
Since 1941, as the author observes in 
the Preface, many changes have oc- 
curred in the New York tax law, 
notably the radical overhauling in 
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1944 of the franchise tax on business 
corporations. 

As the author further states in the 
Preface, the revision is confined to 
the franchise tax on business corpora- 
tions, real estate corporations, and 
banks, the income tax, and the un- 
incorporated business tax. The author 
makes his acknowledgment to the 
review of various portions of the 
text by certain administrators of the 
New York tax law, thus lending as- 
surance of its reliability as a guide. 

The book is particularly excellent as 
a primer for the uninitiate. It covers 
the entire field of state taxation. Mr. 
Harrow has encompassed within its 
covers fifty chapters ranging from dis- 
cussion of the taxing powers of the 
state to a tour through the various 
taxes imposed, such as the franchise 
tax, unincorporated business tax, 
estate tax, and the personal income 
tax, with brief comments upon the 
practice and procedure before the ad- 
ministrative tribunal and the courts. 
Also included are chapters devoted to 
a schooling on the preparation of 
returns, with examples of the more 
essential forms, and several on fran- 
chise taxes, the subject of the 1944 re- 
written article of the New York tax 
law. 

The author has not attempted a 
minute analysis of the federal and 
state decisions. He has, however, in- 
terpolated, where appropriate, brief 
excerpts from cases to illustrate his 
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point. In this respect it should be 
noted that Mr. Harrow has cited 
quite liberally from the older deci- 
sions especially resorting to the earlier 
federal cases. His reliance upon the 
older cases makes the book valuable in 
giving background to the newcomer 
in the field but tends to detract from 
it as a reference work. Tax law is 
probably one of the most dynamic 
fields of the law today, its develop- 
ment standing out in bold contrast to 
the older, more static fields. Almost 
overnight old concepts are destroyed 
and radically new principles are in- 
voked. The citation of a federal case 
with a ten-to-twenty-year life sug- 
gests doubt as to its current import 
in view of intervening modification 
either through enlargement or con- 
traction, as the case may be. 

On occasion too, Mr. Harrow is 
critical of certain regulations of the 
State Tax Commission, without de- 
veloping the reasoning leading him to 
the criticism, which would be desir- 
able in a text for the practitioner. An- 
other observation that is indicated is 
that the citations of the federal and 
state statutes and their underlying in- 
terpretative regulations might at times 
be more explicit, a failing, by the way, 
of most iax texts and services. 

The sections of the text devoted to 
the personal income tax consist by 
and large of an outline of the differ- 
ences existing between the state and 
federal laws. In fact, the chapter on 
personal income taxes is so subtitled. 
There are pitfalls in this method as 
the author writes rather on the as- 
sumption that his readers are already 
familiar with the intricacies of the 
Internal Revenue Code and with the 
established federal rules governing 
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corresponding tax matters. Indeed, 
Mr. Harrow states in several instances 
that “the New York law follows gen- 
erally the federal law,” without setting 
forth the appropriate federal rule ap- 
plicable to situations involving New 
York law. Mr. Harrow has advocated 
the abolition of the state income tax? 
and may be so hopeful of seeing his 
recommendation accepted in the near 
future that he does not feel it neces- 
sary to go into as extensive discussion 
of this tax as of others. The harried 
taxpayer, as distinguished from the 
harried state budget officials, will un- 
doubtedly be happy to go along with 
him. 

The comments I have made con- 
cerning details in which the book 
might have been improved smack of 
the captious in the light of its over- 
all content and quality. Mr. Harrow 
has, in bringing the earlier text up to 
date, given to the practitioner in the 
New York State tax field a source 
of information on all phases of the 
subject, written in an uncomplicated, 
practical fashion. As a primer, there- 
fore, it serves a most useful purpose, 
but as an authoritative and reference 
work, it does not quite meet the test. 

—NATHANIEL L. GOLDSTEIN * 


ANNOTATED ForMS FoR TAX PRAc- 
TICE. By SIDNEY I. ROBERTS, SAMUEL 
SCHULTZ AND GERHARD MEYER. New 
York: Prentice-Hall, Inc., 1951. Pp. 
xix, 645. $8.50. . 


Federal taxation is getting too com- 
plicated for even professional people 


1 See PROCEEDINGS OF THE NEW York 
University 1945 CoNFERENCE ON THE NEW 
York STATE FRANCHISE TAX ON BUSINESS 
Corporations 156. 

* Attorney General of the State of New 
York. 
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who spend most of their energies on 
it, and anything which can conserve 
their time, or help guard against over- 
looking a requirement of the law or 
regulations, is all to the good. This 
book does that, and it will be a valu- 
able addition to the library of the 
accountant, lawyer, or tax department 
executive. 

More often than not, the complica- 
tions of the tax law come from at- 
tempts to accord relief to taxpayers 
in special situations, and of course 
that often means an election. Also, 
special situations arise constantly un- 
der which the Bureau must demand 
detailed information in order to ad- 
minister the law properly. Obviously 
it would be impossible to design a 
form to gather necessary information 
on all possible situations. Thus the 
taxpayer is confronted with hundreds 
of official forms, with notations on 
the standard forms to “explain on at- 
tached statement,” with similar ad- 
monishments in instruction sheets to 
tax returns and, on occasion, with 
reporting requirements in regulations 
without any warning reference in the 
tax returns. This book reproduces 
the forms most likely to occur in tax 
practice (except for regular income 
tax returns, which change annually, 
and estate and gift tax returns) filled 
in on assumed facts and supported by 
comments and citations. A similar 
treatment is accorded the much more 
significant and numerous situations 
where the Bureau has not prescribed 
a set form. Here the authors present 
in illustrative form statements, cor- 
respondence, schedules, etc. to satisfy 
the statutory or regulatory require- 
ment. 
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The whole range of administrative 
procedure is covered, from a simple 
form of notice of change of address 
to seven pages of schedules and ex- 
planation for support of a net operat- 
ing loss deduction. 

The book is successful in its pri- 
mary objective to provide examples of 
comprehensive coverage and phrase- 
ology, etc. to fit the needs of the 
taxpayer or tax practitioner as the 
necessity arises. This service should 
be a great time-saver merely in the 
avoidance of routine review of pro- 
cedural requirements. But the book 
should have a greater usefulness to 
the tax practitioner. As the authors 
point out in their Preface, the need 
for their work stems in part from the 
sometimes enigmatic requirements of 
the regulations and the difficulty of 
presentation of complicated data. To 
do their job, the authors had to study 
the law and regulations and judicial 
interpretations of them. The general 
form of each subject is an illustration 
of the form or requirement with as- 
sumed facts, followed by comments 
by the authors on the statutory or 
administrative requirements, with ref- 
erences and citations. Thus the reader 
gets a synthesis of official require- 
ments and the research and experi- 
ence of the authors, so that the work 
becomes a text and reference book of 
substantial value. 

In view of the expression by na- 
tional organizations of both the legal 
and accounting professions that in the 
field of income taxation questions of 
law and accounting have sometimes 
been inextricably intermingled, it is 
significant that all three authors are 
members of both professions. 





—_— Foy 
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For some purposes the book would 
have been more useful had it been 
published in loose leaf form, with 
provision for amendment to reflect 
changes in regulations or statute. Tax 
practitioners in their current work 
will regret that the authors were not 
able to cover the Excess Profits Tax 
Act of 1950 which, according to one 
writer, presents taxpayers with 
twenty different elections or options. 

The index is good but would be 
improved by tabulation of Bureau 
forms illustrated and Code sections 
covered. 

—Lestiz Mitts * 


Tax PLANNING Excess Prorits. By 
J. K. LASSER AND WILLIAM J. CASEY. 
New York: Business Reports, Inc., 
1951. Pp. 259. $24.00. 


To condense and analyze in man- 
ual form a subject as abstruse and 
lengthy* as the Excess Profits Tax 
Law of 1950 is a formidable task. It 
requires not only a nice blending of 
detail and legislative history deline- 
ated against the background of the 
World War II excess profits tax law, 
but also a conceptual framework in 
terms of ordinary corporate business 
transactions. 

Tax Planning Excess Profits meets 
most of these demands. It is not, 
however, an exhaustive treatise on the 


* Partner in Price, Waterhouse & Co., 
New York City. 

1 The law contains 43 sections with most 
of the sections having numerous subsections ; 
the regulations promulgated under the law 
consist of approximately 150 pages; and the 
record of the hearings before the House 
Ways and Means Committee and the Senate 
Finance Committee aggregates over 1,800 
pages. 
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law nor does it pretend to be. It has 
been written primarily as a guide in 
planning a corporation’s business and 
financial policy under the tax and in 
computing its liability and filing its 
returns. Its chief value lies in its 
practical approach toward the mini- 
mization of excess profits tax in cor- 
porate affairs and its recommendations 
with respect to procedures and work- 
ing methods. The specialist who may 
expect the book to answer the many 
difficult and intricate questions which 
arise with respect to the tax will be 
disappointed, but not so those who 
require a working knowledge of the 
tax from either a substantive or pro- 
cedural viewpoint. 

The manual consists of two parts. 
Part I analyzes the various sections 
of the statute and refers to rulings 
and judicial decisions under earlier 
excess profits tax laws. It contains 
a check-list of the effect of the ex- 
cess profits tax on various business 
transactions, such as retiring stock- 
holders, buying corporate stock or 
tax-exempt bonds, acquisition of 
property, purchase and sale of part of 
a business, liquidation of a subsidiary, 
split-ups, mergers and consolidations, 
debt retirement, stock dividends, for- 
eign operations, and pension and bonus 
plans. It also illustrates the best 
methods by which relief factors, such 
as abnormal deductions, physical in- 
terruption, temporary depression, and 
increases in earnings and profits may 
be established. There is a chapter on 
the arithmetic of the excess profits 
tax which illustrates in terms of dol- 
lars the effect of the tax value of new 
capital by way either of stocks or 
bonds, and the effect of the excess 
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profits tax on sales of property which 
has appreciated in value. It also shows 
how the excess profits tax changes the 
equation between the relative tax cost 
of the corporate and the unincor- 
porated form of doing business. Part 
II contains recommendations on work- 
ing methods, including an approach 
to analyzing a company’s position un- 
der the excess profits tax, preparation 
and filing of returns, and methods of 
making elections and reserving rights 
in returns. 

The nature of the subject-matter of 
the manual requires a caveat. As the 
book is written from the viewpoint of 
the excess profits tax, emphasis is 
placed on transactions which may in- 
crease the excess profits credit and 
thus decrease the tax. Although this 
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result may follow for excess profits 
tax purposes, a proposed transaction 
should be carefully considered in the 
light of possible income, gift, or estate 
tax consequences. What appears to 
be a saving in excess profits tax might 
prove to be very costly on an over- 
all tax basis. 

The verbiage of the Excess Profits 
Tax Law of 1950 presents difficult 
barriers to a perspicuous understand- 
ing of the statute. The authors by the 
copious use of illustrations have facili- 
tated such understanding. They are 
to be commended for their efforts in 
helping to penetrate the barriers. 

—Mason G. KasseEt * 


* Member of the New York Bar and as- 
sociated with Lord, Day & Lord, New 
York City. 
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The Nature Of Depletable Income 
R. PALMER BAKER, Jr. 


ae 23 of the Internal Revenue Code allows as a deduction in com- 
puting net income: 


(m) Depletion—In the case of mines, oil and gas wells, other natural 
deposits and timber, a reasonable allowance for depletion . . . , according 
to the peculiar conditions in each case; ... .1 


In the case of oil and gas wells the allowance may in effect be calculated 
by whichever proves to be the more favorable of two alternative methods 
—the adjusted cost or March 1, 1913 value of the units produced, or a 
fixed 274 per cent of the gross income (but not more than 50 per cent of 
the net income) from the producing property.” 

Perhaps no other provisions of the Internal Revenue Code have had a 
more tumultous history than these. The allowance on the percentage basis 


R. PALMER Baker, Jr. (A.B., Harvard College, 1939; LL.B., Harvard Law School, 
1942) is a member of the New York Bar, Secretary of the Judiciary Committee of the 
Association of the Bar of the City of New York, a member of the board of directors of 
the Election Reform Committee, Inc., and an associate of Lord, Day & Lord, New York 
City. 

1 Section 23(m) reads in full as follows: 


“Depletion.—In the case of mines, oil and gas wells, other natural deposits, and timber, 
a reasonable allowance for depletion and for depreciation of improvements, according to 
the peculiar conditions in each case; such reasonable allowance in all cases to be made 
under rules and regulations to be prescribed by the Commissioner, with the approval of 
the Secretary. In any case in which it is ascertained as a result of operations or of 
development work that the recoverable units are greater or less than the prior estimate 
thereof, then such prior estimate (but not the basis for depletion) shall be revised and 
the allowance under this subsection for subsequent taxable years shall be based upon 
such revised estimate. In the case of leases the deductions shall be equitably apportioned 
between the lessor and lessee. In the case of property held by one person for life with 
remainder to another person, the deduction shall be computed as if the life tenant were 
the absolute owner of the property and shall be allowed to the life tenant. In the case 
of property held in trust the allowable deduction shall be apportioned between the income 
beneficiaries and the trustee in accordance with the pertinent provisions of the instrument 
creating the trust, or, in the absence of such provisions, on the basis of the trust income 
allocable to each. 

For percentage depletion allowable under this subsection, see section 114(b), (3) 

” 


and i 

2T.R.C. §§23(m), 114(b) (1) and (3). Reg. 111, Sec. 29.23(m)-1 (i) defines “the 
property” as follows: 

“‘The property,’ as used in section 114(b) (2), (3), and (4) and sections 29.23(m)-1 
to 29.23(m)-19, inclusive, means the interest owned by the taxpayer in any mineral prop- 
erty. The taxpayer’s interest in each separate mineral property is a separate ‘property’ ; 
but, where two or more mineral properties are included in a single tract or parcel of 
land, the taxpayer’s interest in such mineral properties may be considered to be a single 
‘property,’ provided such treatment is consistently followed.” 


The problem of determining “the property” unfortunately does not end with this definition. 
267 
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with respect to oil and gas has in particular been passionately attacked and 
passionately defended.* It would be rash to assume all passion spent. The 
fact is, however, that the depletion provisions have become an integral 
part of our federal income tax system and, more than that, have become 
a vital factor in the economy of the mineral extractive industries in gen- 
eral. The taxpayer and the Treasury alike must live with them. 

This article is not so bold as to attempt a restatement of the income tax 
law of depletion.* Confining itself to the problems of the oil and gas 
industry, what it does attempt is an analysis of the depletion allowance 
and the nature of the income entitled to its benefit. It attempts to accom- 
plish this by reviewing the history of the statute and analyzing some of 
the principal controversies or difficulties which the statute has produced. 


Tue History OF THE STATUTE 


If properly stated (or restated), the law should provide reasonable 
answers to these two questions: When or on what kind of income is the 
deduction for depletion to be allowed? To whom is the deduction allow- 
able? The answers to these questions have their source not so much in the 
statute, which is drawn in general terms, as in its legislative and judicial 
history. 

The meaning of the term “depletion” in its every-day sense is clear 
enough—the gradual exhaustion of oil, gas and mineral deposits during 
the course of production.® For income tax purposes is this an exhaustion 
of capital or income, or both? Is the cost to the taxpayer of the depleted 
deposit comparable to the cost of goods sold, or is the original deposit 
analogous to a manufacturing plant which gradually loses its income- 
producing value because of wear and tear? Congress and the courts have 
never given entirely consistent answers to these questions. 


8 See Baker and Griswold, Percentage Depletion—A Correspondence, 64 Harv. L. Rev. 
361 (1951). This, however, is a restrained discussion on both sides. 

An event of importance in the field is the recent publication of a second edition of 
Miter, Ort AND GAs INcoME TAxATION (1951), as is the introduction of Om anp Gas 
Tax Quarterty (No. 1, 1951), edited by James T. Williams, II. The practitioner has 
a valuable source of information and opinion in the lectures conducted by the Southwestern 
Legal Foundation, Dallas, Texas and collected in ANNUAL PROCEEDINGS OF THE INsTI- 
TUTE ON Om & Gas Law. See ProcEEDINGS OF THE First ANNUAL INSTITUTE ON OIL 
& Gas Law (1949); ProceepIncs or THE SeconpD ANNUAL INSTITUTE ON Om & Gas 
Law (1951). A starting point in the field will be found in Bevertpce, FepERAL TAXATION 
oF INCOME FROM Ort AND GAs Leases (1948). The depletion chapter in 4 MERTENS, 
Tue Law or FepERAL INCOME TAXATION c. 24 (1942) is excellent. G.C.M. 22730, 1941-1 
Cum. Butt. 214, although in need of revision to conform to recent case developments, 
contains an altogether remarkable synthesis of the cases as of that date. 

5 Cf. United States v. Ludey, 274 U.S. 295 (1927); Lynch v. Alworth-Stephens Co., 
267 U.S. 364 (1925). 
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In drawing our first modern income tax statute, the Corporation Excise 
Tax Act of 1909,° Congress ignored the depletion problem, although it 
provided a reasonable allowance for depreciation. In Stratton’s Inde- 
pendence, Ltd. v. Howbert* the Supreme Court held, with reference to 
the statute, that there was no constitutional requirement that depletion 
be taken into account in the determination of gross income. Thereafter, 
with reference to the 1913 Act, which provided a nominal allowance in 
the case of mines, the Court went further and held that there was no con- 
stitutional requirement that a mine owner be allowed a deduction for the 
depletion of the ore body sufficient to compensate him for the cost of the 
ore removed.* The allowance for depletion thus came to be regarded as a 
matter of legislative grace.® 

The first depletion allowance was in the nature of an afterthought,” 
added as a Senate amendment in the passage of the 1913 Act ™ to the sec- 
tion providing an allowance for depreciation. The term “depletion” was 
not used; a so-called depreciation allowance was made available “in the 
case of mines” to the extent of “5 per centum of the gross value at the 
mine of the output for the year for which the computation is made.” This 
is perhaps the origin of Justice Brandeis’ famous statement in United 
States v. Ludey™ that “In essence, the deduction for depletion does not 
differ from the deduction for depreciation.” 

The benefits of the 1913 allowance did not extend to the oil and gas 
industry (which was still at that time in a relatively undeveloped stage). 
However, the 1916 Act,”* which first made use of the term “depletion,” 
provided “‘in the case of oil and gas wells, a reasonable allowance for actual 
reduction in flow and production to be ascertained not by the flush flow, 
but by the settled production or regular flow.” This was apparently de- 
signed ** to permit a recoupment of cost; the taxpayer was thus entitled 
to no further allowance after recovery of cost or March 1, 1913 value. 


6 36 Stat. 11, 112. 

7 231 U.S. 399 (1913) ; cf. Doyle v. Mitchell Bros. Co., 247 U.S. 179 (1918). 

8 Stanton v. Baltic Mining Co., 240 U.S. 103 (1916). 

® The lower courts accepted this view and the Supreme Court has reaffirmed it. See, 
for example, Burnet v. Thompson Oil & Gas Co., 283 U.S. 301 (1931) ; Burnet v. Harmel, 
287 U.S. 103 (1932). 

10H. R. Rep. No. 86, 63d Cong., Ist Sess, 25 (1913). 

11 Section B as to individuals, and Section II G(b) as to corporations, 

12274 U.S. 295 (1927). 

18 Section 5(a) Eighth (a) as to individuals, and Section (b) Second (b) as to 
corporations. 

14 See SEIDMAN’s LEGISLATIVE History oF FEDERAL INcomME Tax Laws 1938-1861, 
968-972 (1938). The Congressional discussion of the depletion provision is illuminating. 
Even the proponents of the provision were apparently not entirely clear as to its purpose 
and were certainly not clear as to its operation. It is not surprising that both the Treasury 
and the industry had difficulty in applying the provision. 
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The theory of the 1916 provision was that the decrease in the average 
annual production of a well measured and was the only practical measure 
of the exhaustion or decline of the reserves of oil in a given deposit.*” At 
the time of enactment petroleum engineers in the industry and in the 
Bureau of Internal Revenue had not solved the problem of making reason- 
able estimates of future production or reserves. By 1918, however, it was 
thought that it would soon be possible to make “surprisingly close esti- 
mates,” *° and in the 1918 Act ** Congress by implication authorized, al- 
though it did not adopt, what came to be known as the “ultimate pro- 
duction” or “unit”? method of determining depletion. 

The 1918 Act provided an allowance based on cost, including the cost 
of development, or March 1, 1913 value. For the petroleum industry, 
however, the significant feature of the Act was the “extraordinary allow- 
ance,” ** based on discovery value. Added by the Senate,”® the provision 
was based on the theory that the prospector for oil and gas frequently 
expends many years and much money in “fruitless search.” Once his 
search is successful, therefore, “it seems unwise and unfair that his profit 
be taxed at the maximum rate as if it were ordinary income attributable 
to the normal activities of a single year.” *° The spectre of a future oil 
shortage, anticipated in 1918, also furnished the incentive for a public 
policy encouraging exploration. ’ 

The provision for the discovery allowance was continued under the 
1921 Act,” but the deduction was limited to the net income from the prop- 
erty.** Under the 1924 Act** the‘allowance for discovery depletion was 
limited to 50 per cent of the net income from the property, and the cost 
allowance was cast in substantially its present form by specifying that the 
basis for depletion should be the same as the basis for determining gain 
or loss.** 

As developed in the 1918, 1921, and 1924 Acts, therefore, the depletion 
allowance had taken a two-fold pattern. In one fold of the pattern there 
was provision for the recovery of cost, comparable to the depreciation 
allowance in origin, though analogous in form to a deduction for the cost 
of goods sold because of the introduction of the “unit” method. In the 
other fold—the allowance based on discovery value—there was reflected 

15 See The Ohio Oil Company v. United States, 17 AFTR 1114 (N. D. Ohio 1936). 

16 MANUAL For THE O1L AND Gas INpbustry, published by the Treasury Department 
in 1919. 

he 2a 214(a) (10) as to individuals and sec. 234(a) (9) as to corporations. 

18 See I.T. 1920, III-1 Cum. Burr. 188 (1924). 

19 H. R. Rep. No. 1037, 65th Cong., 3d Sess. 50 (1918-19). 

20 Sen. Rep. No. 617, 65th Cong., 3d Sess. 6 (1918-19). 

21 Sec. 214(a) (10) as to individuals and sec. 234(a) (9) as to corporations, 

22 Sen. Rep. No. 275, 67th Cong., Ist Sess. 15 (1921). 

23 Sec. 214(a) (9) as to individuals and sec. 234(a) (8) as to corporations. 
24 Sec. 204(c). See H. R. Rep. No. 179, 68th Cong., 1st Sess. 18 (1923-24). 
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the view that the search for oil is a hazardous enterprise in need of statu- 
tory encouragement, and a particular incentive was provided for the 
development of the industry. 

In the 1926 Act,” which established the depletion provisions in their 
present form, Congress, again under the leadership of the Senate,”* gave 
further development to the pattern. The allowance based on cost was 
continued. The discovery provisions, in so far as they applied to the pro- 
duction of oil and gas, were eliminated, for the reason primarily that they 
had proved almost impossible to administer fairly or effectively. In their 
place was substituted the 274 per cent allowance for percentage depletion. 

The incentive aspect, reflected in the percentage allowance, is of very 
great significance. It is sometimes forgotten, however, that the percentage 
allowance is taken only where it exceeds cost, so that this aspect is limited 
to the spread; not infrequently, indeed, it disappears. The 274 per cent 
figure also has an historical justification or source. Although mathe- 
matically a compromise between 25 and 30, it was developed out of average 
discovery value figures arrived at in a study made under Congressional 
supervision. The industry felt that it was not quite enough, and the 
Treasury felt that it was perhaps “a little too large.” ** The 50 per cent net 
income limitation developed with respect to the discovery allowance was 
carried over to the percentage allowance as well. 

The provisions of the 1926 Act have in this respect never been ma- 
terially changed. They grew out of a period of rapid development in the 
oil and gas industry. Derived in their present form out of trial and error, 
their rationale is still a subject of debate. Regardless of tax theory, how- 
ever, or legislative intent, they have had a profound economic influence 
upon the oil and gas industry as it exists today. In an era not only of 
increasing tax rates, moreover, but of rising wage and equipment costs, 
the availability of the depletion allowance in its alternative form fur- 
nishes an investment incentive without which it might well be impossible 
for the small operator, dependent upon outside capital, to survive. Less 
obviously, but quite as strongly, this statement can be applied to the larger 
companies as well. 


RELATIONSHIP OF THE DEPLETION ALLOWANCE TO PRODUCTION-LEASE 
Bonuses, MIntmuM ROYALTIES, AND DELAY RENTALS 


Legislative history aside, it seems clear that the statute provides a tax 
deduction for depletion in its every-day sense. The allowance follows pro- 


25 Sec. 214(a)(9) as to individuals and sec. 234(a)(8) as to corporations. Sec. 
204(c) (1) as to basis. 

26 See SEN Rep. No. 52, 69th Cong., 1st Sess. 17-18 (1923-24) ; H. R. Rep. No. 356, 69th 
Cong., Ist Sess. 31-32 (1923-24). 

27 SEIDMAN, op. cit. supra note 14, at 586. 
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duction and is taken into account when the production results in the 
realization of income.** This is the simple and workable rule of the early 
cases.” It is now more generally said, however, that depletion follows 
income.*° 

The latter statement is justified primarily by the now-established income 
tax status of the traditional lease bonus. The typical oil and gas lease is 
executed with at least the hope of production.** Because the prospective 
lessor is unable or unwilling to develop the property, he leases the property 
to another, the lessee, who covenants to develop it. The lessor retains the 
possibility of a share of any production or its proceeds in the form of a 
royalty, and he may also be able to, and generally does, exact an initial 
cash payment known as a “bonus.” 

As a result of this transaction, the lessor, although freed of the burdens 
and most of the risks attached to converting the possibility of production 
into income, is still, like his lessee, dependent on production for the realiza- 
tion of income. Since that production will gradually exhaust itself when 
it takes place, it follows, as we shall see, that both the lessor and the lessee 
will be entitled to the depletion allowance. 

It does not equally follow that the bonus should be depletable, but such 
is the rule. The justification for the rule is that the bonus is in the nature 
of an advance royalty, an anticipation of production. The objection to the 
rule is that the lessor receives the bonus without risk and regardless of 
production. It is submitted that the result is at variance with the concept 
of depletion in its every-day sense and in the statute. However, the rule, 
which rests on high authority, is now accorded the type of respect which is 
sometimes attached to old age. 

The bonus rule has an administrative origin. It did not develop under 
the 1916 Act, and indeed could not, since the depletion allowance under 
that Act was by definition dependent upon the occurrence of settled pro- 
duction. The 1918 Act, however, provided an allowance based directly 
on cost. Two years later, with considerable progress made in estimating 
oil reserves, it was thought administratively possible for a lessor to allocate 
the cost of the property between the reserves assigned to the lessee and 


28 Where title to oil and gas lands is in dispute, for example, and the proceeds of 
production are escrowed or impounded pending the outcome of litigation, the allowance 
will be deferred, as the realization of the income is deferred, to the year in which the 
litigation terminates or the proceeds are released. Crews v. Comm’r, 89 F.2d 412 (10th 
Cir. 1937) ; cf. Parr v. Scofield, 185 F.2d 535 (5th Cir. 1950), cert. denied, Mar. 26, 1951. 

29 Note 5 supra. 

80 See 4 MerTENS, THE LAw or FepEerAL INcoME Taxation §24.18 (1942). 

81 Bonuses are probably most commonly a feature of leases of undeveloped properties. 
They may be given on productive leases, however. The bonus in Mascot Oil Co., 29 B.T.A. 
652 (1933) was paid on the lease of a sub-surface area lying beneath an already pro- 
ducing sand, 
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the reserves retained in the form of the royalty. With this accomplished, 
and the bonus analogized to a royalty payment made in advance, it was 
thought reasonable to permit the lessor to recover the cost of the bonus 
by way of the depletion allowance. The regulations promulgated in 1920 
permitted this treatment.*? 

The actual benefit received by lessors from this provision of the regu- 
lations was probably never very great, since the cost of unproven properties 
would generally not have been significant, allocation of cost would always 
have been difficult, and the lessee would generally prefer to abide by the 
hope of taking his allowance on the discovery value of actual production. 
Only in the case of properties with proven March 1, 1913 value was the 
provision likely to have been of real benefit. It was retained in the regu- 
lations, however, and in 1932 was given something of the force of law by 
the Supreme Court in the Murphy Oil Company case.** 

The taxpayer in that case had received on the lease of an oil property 
a bonus, payable in five annual installments, equal to approximately one- 
third of the March 1, 1913 value of the property. When it began taking 
in its royalties under the 1918 Act, however, it depleted them on the basis 
of the full value of the property without allocation to the bonus, asserting 
that the bonus had not been depletable because not based on production. 
The Board of Tax Appeals ** approved this treatment, stating that “the 
operation of the principle of depletion depends upon exhaustion of re- 
sources through production—.e., the recovery of capital through its con- 
version from the form of oil resources or reserves into marketable 
products or the equivalent received for such product.” Contemporaneously 
in Burnet v. Harmel,®* however, the Supreme Court held that such a bonus 
is ordinary income rather than a capital receipt, and it mitigated its hold- 
ing with the assumption that the capital investment represented by the 
bonus might be recovered by way of depletion. In Murphy Oil Company 
the Court reinforced this assumption by holding that the cost base of the 
royalty should be reduced accordingly. It justified the position that the 
bonus was depletable by asserting that it would not have been granted 
unless production had been “reasonably anticipated,” and resolved its 
doubts by reference to the repeated reenactment of the statute with respect 
to cost depletion since the promulgation of the Treasury Regulations in 
1920." 

Because of the Supreme Court’s concern with cost recovery in Burnet 


32 Reg. 45, Art. 215(a). 

33 Murphy Oil Co. v. Burnet, 287 U.S. 299 (1932), affirming 55 F.2d 17 (5th Cir. 1932), 
which reversed 15 B.T.A. 1195 (1932). 

34 See note 33 supra. 

35 287 U.S. 103 (1932). 

86 See note 32 supra. 
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v. Harmel and the Murphy Oil Company case, it was uncertain for a time 
whether lease bonuses would be entitled to the percentage depletion allow- 
ance introduced by the 1926 Act. The Bureau came up with a compromise 
answer. In G.C.M. 11384 ** it announced that the allowance would be 
available if future production were practically assured (rather than specu- 
lative), or in fact obtained within the taxable year of the bonus payment, 
but that it would otherwise, and regardless of ultimate production, not be 
available. This ruling reflected an awareness of one of the entanglements 
which followed the initial determination that a lease bonus is depletable 
income, to wit, the tax windfall that might result from a deduction for 
depletion on a bonus where production never ensued. Nevertheless, in 
Herring v. Commissioner ** the Supreme Court held that lease bonuses are 
depletable on the percentage basis in all instances, without reference to the 
possibility of production. The Court expressed the view that “the nature 
and the purpose of the allowance is the same in both cases.” 

Since percentage depletion was intended to replace the discovery allow- 
ance, which bore no relationship to cost, the Court’s conclusion in the 
Herring case is open to doubt. Percentage depletion is the reward of pro- 
duction. Moreover, the Court put aside consideration of a problem that 
had real bearing on the correctness of its decision. “As to income tax 
liability in the year of termination of the lease,” it stated, “on account of 
bonus paid at the execution of the lease, if no mineral has been extracted, 
we express no opinion.”’ The only possible opinion, of course, was that 
the amount of the deduction would have to be restored to income. 

The Bureau had taken this position as to cost depletion from the start. 
Seizing on the Court’s words that the purpose of the allowance in either 
form is the same, it now ruled that the taxpayer who takes his deduction 
on the percentage basis must restore it to income when his lease is termi- 
nated, expires, or is abandoned without production.*® In due course the 
courts found no alternative to approving the Bureau’s treatment.*° 

The fact that the restoration rule is necessary casts doubt on the wisdom 
of the initial holding that the lease bonus is depletable. In retrospect, the 
Court in Burnet v. Harmel “ might have done a favor to the industry and 
the Treasury alike by holding that the bonus, though ordinary income, is 
not subject to the depletion allowance. Analytically, it might have been 
regarded not as an advance on anticipated production, but as a fee in 


37 XTI-1 Cum. Butt. 64 (1933), revoked by G.C.M. 14448, XIV-1 Cum. Butt. 98 
(1935). 

88 293 U.S. 322 (1934). 

39 Reg. 111, Sec. 29.23(m)-10(c) ; see G.C.M. 14448, XIV-1 Cum. Butt. 98 (1935). 

40 Douglas v. Comm’r, 322 U.S. 275 (1944); Sneed v. Comm’r, 119 F.2d 767 (5th Cir. 
1941) ; Crabb v. Comm’r, 119 F.2d 772 (5th Cir. 1941). 
41 Note 35 supra. 
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the nature of an ordinary rent or license for the “privilege of exploiting 
the land for the production of oil and gas for a prescribed period.” * 

The restoration rule itself has produced material difficulties in its appli- 
cation. In some cases it scarcely serves its purpose. Even nominal pro- 
duction, for example, insufficient to return the amount of the bonus to the 
lessee, will apparently forestall the rule’s application.** Pro rata restora- 
tion has been held not to be required upon partial abandonment or sur- 
render of a lease.** The death of the lessor will not accelerate the require- 
ment and perhaps will prevent it from ever being applied.*® A gift of the 
lessor’s interest may have the same effect.** In other cases the rule serves 
its purpose too well. It has been held,** for example, that restoration is 
required even where no tax benefits were obtained from the depletion 
deduction in prior years. 

Treating the bonus as depletable also produces its problems on the 
lessee’s side. In G.C.M. 22730 ** the Bureau rationalized the result as to 
the lessor by stating that he is entitled to depletion on the bonus because 
its payment diminishes his interest in the property by reducing his share 
in future production. From this premise it concluded that the payment of 
the bonus enhances the value of the interest acquired by the lessee, and 
that as to him it is consequently a non-deductible capital expenditure.* 
The assumption is, in other words, that the lessee acquires a larger share 
of production from his working interest, 7.e., is subject to a lesser royalty, 
by reason of the payment of the bonus. 

This assumption would seem to be only partly true. Primarily the lessee 
considers that he pays for his share of production by assuming the costs 
and risks of development. Aside from the fact that he has probably been 
conditioned by custom, he must consider it somewhat unfair that once 
production has been achieved, he is not entitled to depletion on the annual 
portions thereof which are allocable (on the basis of estimated reserves) 
to the bonus he paid. Such is the Bureau’s practice, however, and the 


42 See Palmer v. Bender, 287 U.S. 551 (1932). 

43 Cf. Crabb v. Comm’r, supra note 40. 

44 Driscoll v. Comm’r, 147 F.2d 493 (5th Cir. 1945). Contra: Houston Farms Develop- 
ment Co., 15 T.C. 321 (1950). 

45 Est. of Emma Louise G. Seeligson, 1 T.C. 736 (1943), aff’d, 141 F.2d 358 (5th Cir. 
1944). 

46 Mary F. Waggoner, 47 B.T.A. 699 (1942), appeal dismissed, 5th Cir., May 1, 1943, 
Acq., 1945 Cum. Butt. 7, involving, however, a gift of only one-half of the taxpayer’s 
interest. The opinion suggests a different result, if cost rather than percentage depletion 
has been taken. 

47 Louisiana Delta Hardwood Lumber Co., 12 T.C. 576 (1950), aff'd per curiam, 183 
F.2d 189 (5th Cir. 1950). 

48 1941-1 Cum. Butt. 214. 

49 The regulations now so provide. Reg. 111, Sec. 29.23(m)-10(a). 
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courts affirm it, caught in the logic of their holding that the bonus is 
depletable in the lessor’s hands.” 

With respect to lease bonuses, therefore, the law of depletion is not 
entirely consistent. The initial holding that the bonus is depletable can be 
criticized and so can the resulting rules as to restoration by the lessor, 
capitalization by the lessee, and the prorated reduction of the latter’s 
subsequent depletion allowance. Depletion is a particularly practical tax 
problem,” however, and it must be remembered that the law has developed, 
like the statute behind it, out of trial and error and not out of theory 
alone. In this connection it is sometimes forgotten that the “reasonable 
allowance for depletion” provided by section 23(m) of the Code and the 
earlier revenue acts is “in all cases to be made under rules and regulations 
to be prescribed by the Commissioner, with the approval of the Secre- 
tary.” °* The statute was drawn in general terms, and the delegation of 
rule-making authority is a broad one which has been recognized as such 
by the courts.°* Against this background, the income tax history of lease 
bonuses is understandable. The basic rule that the income is depletable in 
the hands of the lessor, resting on Supreme Court authority as it does, is 
hardly likely to be changed. The resulting rules, particularly with refer- 
ence to the restoration of bonus depletion in the event of non-production, 
on the other hand, are still subject to development. Tax administration 
with respect to this kind of problem has “never been static.” ™* 

In addition to exacting a royalty and a bonus upon the execution of a 
lease, the lessor will also typically, obtain the lessee’s agreement to pay 
him additional fixed amounts each year—‘delay rentals’—to retain the 
development and production rights in the event that the lessee does not 
choose to exercise them for the time being. These payments have always 
been regarded as ordinary non-depletable income.** There has been adher- 
ence in this situation to the concept that the depletion allowance is depend- 
ent upon production. The situation has been thought similar to that in 
which a lessee pays damages to a lessor for his failure to exploit the 
property pursuant to the terms of the lease.” 


50 Quintana Petroleum Co. v. Comm’r, 143 F.2d 588 (10th Cir. 1944) ; Canadian River 
Gas Co, v. Higgins, 151 F.2d 954 (2d Cir. 1945), cert. denied, 327 U.S. 793 (1946). 

51 An extension of a cliché for which no citation is needed. 

52T.R.C. §23(m). 

53 Douglas v. Comm’r, 322 U.S. 275 (1944) ; Helvering v. Wilshire Oil Company, 308 
U.S. 90 (1939), rehearing denied, 308 U.S. 630 (1939) ; Burnet v. Thompson Oil & Gas 
Company, 283 U.S. 301 (1931). See G.C.M. 13954, XIII-2 Cum. Butt. 66 (1934). 

54 Helvering v. Wilshire Oil Company, note 53 supra. 

55 Houston Farms Development Co. v. Comm’r, 131 F.2d 577 (5th Cir. 1942), rehear- 
ing denied, 132 F.2d 861 (5th Cir. 1943) ; Comm’r v. Wilson, 76 F.2d 766 (5th Cir. 1935) ; 
G.C.M. 11197, XII-1 Cum. Butt. 238 (1933) ; A.R.M. 148, I-1 Cum. Butt. 186 (1922). 

56 Cf, J. T. Sneed, Jr., 33 B.T.A. 478 (1935), modifying 30 B.T.A. 1121; Crossett Tim- 
ber Development Co., 29 B.T.A. 705 (1934). 
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Finally, though less typically, the lease may also call for the payment 
to the lessor of so-called minimum or guaranteed royalties. Typically, 
these are payable regardless of production, although they offset the lessor’s 
royalty share when production is obtained. It is because of this provision 
for recoupment that the Tax Court considers the payments (even where 
made prior to production) to be depletable.°* A tempting solution would 
be to deny the allowance to the payments made prior to production and 
grant it to those which come later, and this in fact appears to be the 
Bureau’s most recent position. 

On the lessee’s side, the existing rule as to minimum royalties produces 
difficulties similar to those encountered under the bonus rule and may 
involve some nice questions of lease interpretation. These amounts are 
sometimes payable for a specified term even if the lease is earlier aban- 
doned. On these facts, the annual excess is something like the initial bonus 
and presumably must be capitalized.°® (One would think the excess also 
to be non-depletable to the lessor, on the analogy of the restoration rule, 
but that is apparently not the case.) If, on the other hand, the lessee’s 
liability for the minimum royalties may be terminated by abandonment of 
the lease, any annual excess may look like a delay rental and, if so, it may 
be expensed. 

Using the lease bonus as a point of reference, therefore, it is apparent 
that the law does not prescribe an entirely consistent answer to the ques- 
tion of when, or on what kind of income, the deduction for depletion is to 
be allowed. Looking to the history of the statute, it is fair to say that the 
deduction is primarily an inducement to production by the offer of com- 
pensation for its inevitable depletion, and it follows in general that the 
deduction should be allowable only on income realized from production 
which in fact takes place. The complications attendant on the initial hold- 
ing that lease bonuses are depletable arose because of a deviation from a 
basic theory that is of itself uncomplicated and practical. 


Tue Economic INTEREST—ForMS OF DEPLETABLE INCOME 


The basic theory that depletion follows production lies behind the 
answer to the second question: To whom shall the deduction be allowed? 
Depletable income (admitting the exceptions in practice) is simply income 
which is dependent upon production alone. If we settle on the form this 
dependency must take, we shall know generally not only whether the 


57 W. H. P. McFaddin, Jr., 2 T.C. 395 (1943) ; cf. Continental Oil Co., 36 B.T.A. 693 
(1937). 

58 Cf. G.C.M. 26526, 1950 Int. Rev. Buty. No. 19 at 7. 

59 Cf, Alice G. K. Kleberg, 43 B.T.A. 277 (1941). 

60 Cf. I.T. 3401, 1940-2 Cum. Butt. 166. 
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income is depletable, but to whom (because he is entitled to the income in 
that form) the deduction shall be allowed. 

The oil and gas lease, dividing the right to production between the 
lessee’s working interest and the lessor’s royalty, is the most common 
method of creating the dependency. The Bureau recognized the form at 
an early date. Prior to the Supreme Court’s decision in Lynch v. Alworth- 
Stephens Company,” it had generally been thought as to solid minerals 
that only the fee owner of the ore body (the lessor) could be entitled to 
the depletion allowance, since generally, as a matter of local property law, 
solid mineral leases do not convey the ore body to the lessee but are simply 
contracts conferring the right to use and occupy the premises and mine 
the ore. It was thought that the lessee could not be entitled to the benefits 
of the allowance.® 

As to oil and gas leases, however, the Bureau early adopted a more 
reasonable view. In L.O. 1103 ® the Department’s Solicitor analyzed the 
depletion provision of the 1916 Act, noted that it did not specify who 
may claim the allowance, commented that the provision was enacted as a 
relief measure, and concluded that Congress could not have intended to 
limit the right to lessors alone since, as a practical matter, oil properties 
are generally operated under leases. Immediately thereafter the regula- 
tions were amended to conform with this conclusion.® 

Unlike delay rentals, royalties are not paid as rent to the lessor ; instead, 
they represent a share of the lease production or its proceeds. The 
royalty income is the lessor’s alone, excludible from the gross income of 
the lessee ® rather than a deduction of the lessee in computing net income. 
As long as the income is dependent upon production alone, its precise 
form is irrelevant. It may be payable in cash or in kind, measured by a 
fixed sum on each unit of production or by a percentage of the net income 
from production. It may be reserved by the landowner or as an override 
on a sublease. It may run with the land in perpetuity or run simply with 
the primary term of the lease. 

All that was necessary to the holding in L.O. 1103,” that the lessee’s 
production income is depletable, was the practical reasoning that Congress 
could not have had a different intention. Unfortunately, however, the 
Solicitor also chose to rest the result on technical distinctions of property 


61 267 U.S. 364 (1925). 

62 Cf. United States v. Biwabik Mining Co., 247 U.S. 116 (1918). 

68 T-2 Cum. Butt. 128 (1922). 

64 T.D. 3386, I-2 Cum. Butr. 134 (1922), amending Reg. 33, Art. 170. 

65 Cf. G.C.M. 22730, 1941-1 Cum. Butt. 214. 

66 Helvering v. Twin Bell Oil Syndicate, 293 U.S. 312 (1934). The rule is now statu- 
tory. I.R.C. §114(b) (4). 
67 J-2 Cum. Butt. 128 (1922). 
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law. He distinguished the legal status of solid mineral leases from that 
of oil and gas leases by reference to the decisions holding that the owner- 
ship of land with respect to oil and gas is simply a right to reduce the oil 
and gas to possession. Oil and gas, it was said, is fugitive, capable of 
flowing from one area to another beneath the surface of the land,® and 
therefore incapable of ownership until reduced to possession. 

This kind of reasoning for some years haunted the development of the 
depletion law. Although the Solicitor’s analysis would apply in most 
states, it is the case in others, notably Texas, that the oil and gas lease 
technically does convey title to such oil and gas as may be in the ground. 
In such event the lease bonus can arguably be regarded as proceeds on 
the sale of a capital asset. It was not until 1932, as we have seen, that the 
ghost of this kind of approach to the statute was laid to rest by the Su- 
preme Court in Burnet v. Harmel.® The Court refused to read the lan- 
guage of the statute with regard to the depletion allowance outside the 
context of the general purpose of the revenue acts to achieve a uniform 
system of taxation with minimum reference to differences of local law. 

As a consequence of Burnet v. Harmel and early Bureau practice, the 
status of the lessor’s reserved royalty and the lessee’s working-interest 
share of production under what used to be the typical form of oil and gas 
lease have become clearly established. With the growth of the petroleum 
industry, however, the “typical” lease referred to has assumed new and 
variable forms. Income interests based on petroleum production, more- 
over, are no longer largely confined to lessors and lessees but increasingly 
have been extended to outsiders who bring new capital into the field. 

The touchstone for the dependency requisite in these new arangements 
was given to the industry by Justice Stone in Palmer v. Bender.” The 
case involved the taxable status of income received in the years 1921 and 
1922, when it was more favorable for a taxpayer to report his income as 
depletable than as the proceeds of sale. The taxpayer had assigned his 
interest as a partner in producing leases for a cash bonus and an oil pay- 
ment in a fixed amount, payable out of one-half of future annual pro- 
duction, with a one-eighth royalty retained. In his 1921 and 1922 returns 
he claimed discovery depletion on both the bonus and the oil payments. 
The Commissioner, to the contrary, and the lower courts, held that a sale 
had occurred for which these amounts were simply consideration. The 
status of the royalty was not disputed. 

Elaborate arguments were made to the Court whether the instruments 


68 Of course, geologists and petroleum engineers now know that this is not quite the fact. 

69 287 U.S. 103 (1932), followed as to a West Virginia coal mining lease in Bankers 
Pocahontas Coal Co. v. Comm’r, 287 U.S. 308 (1937). 

70 287 U.S. 551 (1933). 
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involved were assignments or subleases under Louisiana law. These the 
Court dismissed as irrelevant. It noted that there was nothing in the 
statute (or regulations) to confine the depletion allowance to those who 
are technically lessors ; that the allowance is not made dependent upon the 
particular legal form of the taxpayer’s interest in the property to be de- 
pleted ; and that the right to the allowance does not depend upon a reten- 
tion of ownership or any other particular form of legal interest in the 
mineral content of the land. “The language of the statute,” the Court 
said, “is broad enough to provide, at least, for every case in which the 
taxpayer has acquired, by investment, any interest in the oil in place, and 
secures, by any form of legal relationship, income derived from the ex- 
traction of the oil, to which he must look for a return of his capital.” All 
that is necessary is that the taxpayer “has retained a right to share in the 
oil produced. If so, he has an economic interest in the oil, in place, which 
is depleted by production.” 

Palmer v. Bender is one of the nearly perfect decisions in the judicial 
history of the federal income tax law. If the case has one weakness, it is 
its failure to point out that since the problem affects the status of two 
different parties, it involves both the nature of taxable income and the 
appropriate taxpayer. The strength of the decision and its weakness in 
this respect are illuminated in the later case of Thomas v. Perkins.™ 

Thomas v. Perkins came upon the lessee’s or assignee’s side of the coin. 
To obtain the working interest in the property, Perkins agreed to pay the 
lessors or assignors (who retained no royalty) a fixed sum payable out 
of one-fourth of all oil and gas produced. Oil was produced in 1933, and 
Perkins excluded the payments from his gross income from the property. 
Applying Palmer v. Bender and finding it immaterial that no royalty had 
been reserved, a majority of the Court held that this treatment was correct. 
They concluded that the oil payments were depletable income to the assign- 
ors and held that this income could therefore not be chargeable to the 
taxpayer. The decision thus completes Justice Stone’s analysis in Palmer 
v. Bender. Interestingly enough, the Justice himself dissented. He thought 
the income taxable to Perkins and the taxable status of the income in the 
hands of the assignors to be irrelevant. Taken with Palmer v. Bender, 
however, the case stands for the sensible general proposition that oil pay- 
ments have the same income-tax consequences to the parties involved as 
a royalty.” 

The oil payment is a useful device, adaptable to transactions outside 
the usual leasing arrangement. Its advantage lies in the fact that its total 


71 301 U.S. 655 (1937). 
72 See Anderson v. Helvering, 310 U.S. 404 (1940). 
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amount may be limited. It may be limited to a specified percentage of pro- 
duction for a stated period or until a stated total has been reached,” or 
limited to specified cash payments on production until a specified cash 
total has been received.** A net profits interest with similar limitations 
may also be characterized as an oil payment.”* In any such case the holder 
of the interest is dependent upon production for his income, and he there- 
fore owns a depletable economic interest in oil in place. 

In the case of an unproven and possibly speculative property, the fee or 
leasehold owner may be quite willing to lease or sublease the property and 
retain simply a one-eighth royalty or override on any future production. 
If the property shows promise, however, he may demand a greater share. 
In this situation the prospective operator may be willing to allow him a 
somewhat greater royalty or to add an oil payment. Since neither type of 
interest is burdened with the costs of development and operation, how- 
ever, there is a bargaining limit to their size. Accordingly, and in addition 
to or in lieu of either or both interests, the so-called net profits agreement 
has come into common use. This agreement may be part of the lease 
itself or contained in a separate, related instrument. It will provide, in 
substance, that the lessor shall receive a specified percentage of the net 
money profits realized from the operation of the property. 

The status of these payments under the basic-fact situation described 
was sensibly settled by the famous Kirby Petroleum and Burton-Sutton 
cases."° The former case involved leases or agreements providing both 
for the retention of royalty interests and for net profits payments. It was 
held that the lessors were entitled to the percentage depletion allowance 
on their receipts from both sources alike. 

In the Burton-Sutton case the Court took the final step and held that 
net profits payments are depletable income even where they do not accom- 
pany a reserved royalty interest. In a series of cases the Tax Court had 
shown uncertainty on the point.” That uncertainty was held to be un- 
justified. The important point was said to be that “Depletion depends 
only on production.” The owner of the net profits interest in the case, like 
the ordinary lessor, could look to production alone for his income, and on 
this income the taxpayer, like a lessee as to royalty income, could not 
properly be taxed. 

The Kirby and Burton-Sutton cases brought a logical climax to Palmer 


73 G.C.M. 24849, 1946-1 Cum. BuLt. 66; G.C.M. 22730, 1941-1 Cum. Butt. 214. 

74 Td, 

73 Comm’r v. Caldwell Oil Corp., 141 F.2d 559 (5th Cir. 1944). 

76 Kirby Petroleum Co. v. Comm’r, 326 U.S. 599 (1946); Burton-Sutton Oil Co. v. 
Comm’r, 328 U.S. 25 (1946). 

77 See 328 U.S. 25, 30, nn. 6 and 7. 











282 TAX LAW REVIEW [Vol. 7: 


v. Bender and Burnet v. Harmel, and they should properly be taken to 
mean that royalty payments, oil payments, and net profits payments have 
the same tax consequences. The one additional observation to be made 
is that the latter two must, like the first, be dependent on production alone. 
If, for example, the amount of the oil payment may also be satisfied from 
the sale of the fee title to the property, the payments are not depletable 
income. This, of course, was the case in Anderson v. Helvering.”* A 
similar case exists where the payment is secured by a lien on other property, 
for example, a previously existing joint interest in the lease already held 
by the assignee of the additional interest.”? Less clearly it might exist 
where the assignor will share in the salvage value of well equipment. 
Similarly, net profits payments from the production of specified properties 
should be distinguished from payments out of the over-all profits of a 
business enterprise. In all such cases the essential dependency upon pro- 
duction is absent. It is an interesting commentary on the influence of 
labels that no judicial doubts should have been expressed on this point, 
while minimum royalties, which are, in essence, secured payments of the 
same type, have been consistently classified as depletable income. 

Net profits interests, like oil payments, present additional problems not 
usually attendant upon the income tax treatment of royalties, due to the 
fact that they also may flow from transactions quite unlike the traditional 
lease. On the basic reasoning of Palmer v. Bender, the circumstances of 
acquisition or creation should be irrelevant. On the cases, however, this 
is not or has not quite been so. Put the case, for example, where an indi- 
vidual, A, is the sole stockholder of corporation X, the chief assets of 
which are unproven oil properties. A sells his stock to corporation Y for 
cash plus Y’s otherwise unsecured and non-guaranteed agreement to pay 
A twenty-five per cent of the net profits from the operation of the specific 
properties owned by X. The agreement has no ascertainable fair market 
value (to eliminate for the time being one complication from the case), 
and with the cash payment A fully recovers his cost basis for the stock. 
Y operates X as a subsidiary, and in due course the properties produce and 
A becomes entitled to his payments. 

In the opinion of the writer, these payments should be treated as de- 
pletable income (rather than capital gain) because, by a form of invest- 
ment, A has acquired a typical net profits interest, i.c., an economic interest 
in the oil in place. Correspondingly, the payments made to A should 


78 310 U.S. 404 (1940). However, this may not be the result if the additional security 
or source of payment is of nominal or conjectural value. Wm. D. Gray, 13 T.C. 265 
(1949), aff'd, 183 F.2d 329 (5th Cir. 1950). 

79 Charles Burke, 5 T.C. 1167 (1946) ; cf. 1946-1 Cum. But. 1; cf. Delacroix Corp., 
13 T.C. 827 (1949), involving the assignment of royalties to secure a debt; the royalties 
were held to be taxable to the debtor, i.e., they were his income. 
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properly be excluded from corporation X’s gross income. These would 
without much doubt be the consequences if Y, in lieu of its net profits 
agreement, had undertaken to cause X to assign a royalty interest to A. 

The foregoing opinion is supported by the reasoning in Palmer v. 
Bender, and by the result and much of the reasoning in Burton-Sutton. 
The opinion in the latter case, however, left a few cobwebs that are yet 
to be swept away. In 1938 the Court had decided Helvering v. O’Donnell.© 
There the taxpayer had sold a one-third stock interest in one petroleum 
company, X, to another, Y, in return for a one-third interest in the net 
profits from X’s properties. O’Donnell’s claim for depletion on his receipts 
from this agreement was denied, basically on the ground that he had not 
acquired an economic interest in the oil in place but simply a “personal 
covenant” to pay him net profits. This aspect of the decision is no longer 
good law in view of the Kirby and Burton-Sutton cases.** In both of the 
latter cases, however, the Court undertook to distinguish the O’Donnell 
case on the ground that O’ Donnell had originally had no economic interest 
in the properties but was merely the owner of its stock. The point be- 
comes wholly unconvincing when one realizes that the Court would not 
apply it to the acquisition of a royalty interest, for example, or indeed any 
economic interest, by purchase, devise, or gift. 

To what degree the Bureau and the courts will hold to the O’Donnell 
case is still not clear. Prior to the Burton-Sutton decision, the Court of 
Claims had followed O’Donnell on similar facts involving an oil payment 
rather than a net profits interest.*° In a comparable situation the Tax 
Court ** went the other way in a case decided in the same year as, but 
without the benefits (and the burdens) of, the opinion in Burton-Sutton. 
There an oil company had purchased some of its own stock in considera- 
tion of its agreement to pay the stockholder a portion of its oil runs from 
certain leases after deducting operating expenses. It was held that the 
amounts paid under this agreement were the depletable income of the payee 
and consequently excludible from the payor’s income. The Court ob- 
viously felt that its primary problem was to show that the agreement 
vested an economic interest in the payee because the payments were based 
on production. No significance was attached to the fact that the payee, 
like the taxpayer in the O’Donnell case, was a “stranger” to the properties. 
If this position is correct, the further fact in the O’Domnell case and our 
own that the economic interest is acquired in properties owned by one entity 
under agreement with another is likewise without real significance. The 
point again is that income follows production and is taxable and depletable, 


80 303 U.S. 370 (1938). 

81 Cf, Helvering v. Elbe Oil Land Development Co., 303 U.S. 272 (1938). 
82 Haynes v. United States, 50 F. Supp. 238 (Ct. Cl. 1943). 

83 Gilcrease Oil Company, 6 T.C. 548 (1946) Acq., 1946-2 Cum. Butt. 2. 
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and once only, to those who are entitled to share it. Subsequently, how- 
ever, by way of dictum, the Tax Court has indicated adherence to the 
distinction between the two types of interest, and its validity may have to 
be litigated.** In most situations the courts and the Bureau do adhere to 
the full implications of the Burton-Sutton decision.*° 

The concept of the economic interest in oil and gas is thus broad enough 
to embrace income interests dependent on production, no matter how 
acquired. Thus the fact that the interest is reserved, as in a leasing trans- 
action, has no significance as to the characterization of the receipts derived 
from it. The significance of the reservation factor, as suggested in the 
following section of this article, is simply that it is powerful evidence that 
a sale was not intended by the parties. For that reason it is relevant to 
the characterization of accompanying payments—the bonus, for example. 
It is not relevant to the characterization of the payments on the interest 
itself. 

To conclude this discussion of the economic interest, some reference 
should also be made to its bearing on “carried interest’ agreements. All 
of these agreements have a common purpose. An owner or a joint owner 
of a lease may be unable or unwilling to share in the cost of its develop- 
ment. Typically, therefore, either (1) he will arrange for the other joint 
owner, as operator of the property, to undertake the initial and often any 
future drilling, permitting him to recoup his cost either one or two times 
from any production obtained; or (2) he will assign a fractional interest 
in the lease to another in consideration of the same kind of undertaking. 
Regardless of the form of the agreement, one would suppose that all in- 
come from production during the recoupment or pay-out period is the 
taxable and depletable income of the operator. Under Palmer v. Bender 
and the cases which have followed it, the form of the operator’s interest 
seems beside the point. 

The simplest, though probably the least generally used, form of carried 
interest agreement calls for an assignment of the entire working interest 
in the well to the operator for the pay-out period.*® The consequences 


84 Wm. D. Gray, 13 T.C. 265 (1949), aff'd, 183 F.2d 329 (5th Cir. 1950). 

85 Louisiana Land and Exploration Company, 6 T.C. 172 (1946) Acq., 1946-1 Cum. 
Butt. 3; 7 T.C. 507 (1946) Acq., 1946-2 Cum. Butt. 3; Hiram T. Horton, 7 T.C. 957 
(1946) Acq., 1947-1 Cum. Buti. 2; Gracey v. Comm’r, 159 F.2d 324 (5th Cir. 1947); 
Louisiana Land and Exploration Company v. United States, 64 F. Supp. 564 (Ct. Cl. 
1946). The recent Tax Court decision in Roeser and Pendleton, Inc., Transferee, 15 T.C. 
966 (1951) should probably be regarded as a “sport”; a 50 per cent net profits interest 
was there held to be non-depletable without reference in the opinion to the Kirby and 
Burton-Sutton cases. It may be noted also, that the regulations, which generally allow 
depletion to the owner of an economic interest, have not yet been amended to recognize 
that this includes net profits interests. Cf. Reg. 111, Sec. 29.23(m)-1. 
86 See Manahan Oil Co., 8 T.C. 1159 (1947). But quaere whether the Tax Court 
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that one might expect are that the operator is taxed on all income and gets 
the benefit of all deductions. The form is most feasible where the drilling 
of only one well is contemplated. More generally, however, this is not the 
case. Frequently, the initial or test well is the one drilling operation to the 
cost of which both or all joint owners will contribute. To limit their 
liability as to future development of the lease property, the passive joint 
owner or owners (frequently investors from outside the petroleum in- 
dustry) will retain an option to share in the costs of future drilling; if 
they do not exercise the option, the joint owner who in fact operates the 
property on their behalf may go ahead, carrying their interest until their 
share of the costs has been recouped. Under these circumstances, actual 
assignment of the working interests would be a mere formality. 

Under the rule in the Abercrombie case *" the consequences of the latter 
form of agreement are quite unexpected and entirely artificial. Relying 
on the fact that a non-operator does not technically part with his leasehold 
or working interest in this situation, and interpreting the agreement as 
simply a pledge of his share of production during the pay-out period, the 
case holds that the non-operator rather than the operator is taxed and 
entitled to depletion on the recouped income. 

Although the Commissioner has withdrawn his original non-acqui- 
escence in the Abercrombie decision and substituted an acquiescence there- 
for,** the rationale and result of the case are basically at variance with the 
Bureau’s policy earlier announced in G.C.M. 22730 ® and, it is submitted, 
are basically wrong. The error of the decision is its failure to recognize 
the practical fact that under most carried interest agreements the costs of 
development and the risks of non-production are borne solely by the 
operating party. (In the rare instance where the carried party guarantees 
his share of the development costs, a joint venture in fact exists during 
the pay-out period, and the theory of the Abercrombie case is not in point. ) 
The fact is that the carried party has no economic interest in the well’s 
production until the recoupment period comes to an end. 

If rationalization is needed, it can be found. Under the joint-operating 
or development agreements common in the industry, the joint owners of 
the lease will receive their full share of the working interest income after 
the pay-out, and will bear their full pro rata share of the operating costs. 
The recouped income, an economic interest in the oil in place, can then 


would reach the same result today, in view of the Appellate Court’s opinion in the Aber- 
crombie case, note 87 infra. 

87 Comm’r v. J. S. Abercrombie Co., 162 F.2d 338 (5th Cir. 1947), affirming 7 T.C. 
120 (1946), following Reynolds v. McMurray, 60 F.2d 843 (10th Cir. 1932), cert. denied, 
287 U.S. 664 (1932). 

88 1949-1 Cum. Butt. 1. 

89 1947-1 Cum. Butt. 214. 
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properly be characterized as an oil payment assigned to the operator for 
the development period. If, on the other hand, the operator is also to 
carry the interests of the other parties both during and after the pay-out 
and during the life of the venture, those interests can simply be regarded 
as net profits interests irrespective of the precise form of agreement 
adopted by the parties.°° 

In either case the consequences to the carried parties will be the same 
during the recoupment period. It should be said as to the operator, how- 
ever, that this is less clear. In both cases the income will be his, taxable to 
him and subject to depletion. Where he is regarded as having acquired 
an oil payment, however, the regulations, otherwise providing the option 
to capitalize or expense intangible drilling costs,” require him to capitalize 
a portion thereof as the cost of the oil payment. This will mean the loss 
of the deduction for percentage depletion on the recouped income, since 
depletion on the basis of capitalized cost, being 100 per cent, will neces- 
sarily exceed the allowance on the percentage basis. Possibly these distinc- 
tions simply illustrate the danger of rationalization in the income tax field. 


SALES AND INCOME ASSIGNMENTS 


An oil and gas lease may be disqualified as a capital asset °° because 
held by a dealer °* or because, in the hands of an operator, it is real prop- 
erty used in the trade or business.** Otherwise it qualifies,®° like the fee 
behind it, and if a sale takes place the tax on the proceeds is subject to the 
limitations of section 117. 

Is it possible, income tax-wise, to dispose of an oil and gas lease by sale 
and yet retain a continuing economic interest in future production? Ex- 
cept in the situation where the only interest retained is an oil payment,*® 
the answer is generally “No.’’ The source of this answer is primarily in 
Burnet v. Harmel * and Palmer v. Bender,** both decided by the Supreme 
Court during the 1932 October term. In the former case the taxpayer, 
owner in fee of Texas oil lands, executed leases of the lands for three 
years and as long thereafter as oil or gas should be produced, reserving 
specified royalties and receiving bonus payments aggregating $57,000 in 


90 This is in fact the Abercrombie situation, note 87 supra. 

91 Reg. 111, Sec. 29.23(m)-16(b). 

92T.R.C. §117(a) (1). 

93 Greene v. Comm’r, 141 F.2d 645 (5th Cir. 1944), cert. denied, 323 U.S. 717 (1944) ; 
Wm. Francis Horsting, 5 TCM 421 (1946) ; I.T. 3693, 1944 Cum. Butt. 272; cf. R. W. 
Milner, Jr., P-H T.C. Mem. Dec. 51,323 (Oct. 30, 1951). 

94 T.T, 3693, 1944 Cum. Butt. 272; cf. I1.T. 3711, 1945 Cum. Butt. 162. 

95 Td. 

6 Comm’r v. Fleming, 82 F.2d 324 (Sth Cir. 1936) ; see p. 290 infra. 

97 287 U.S. 103 (1932) ; see pp. 273 and 279 supra. 

98 287 U.S. 551 (1932) ; see p. 279 supra. 
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cash. Under the 1924 Act he reported the cash as gain from a sale of 
capital assets, relying on the fact that under Texas law an oil and gas lease 
constitutes a sale of the oil and gas in place.*® The Court rejected this 
argument as beside the point: “The state law creates legal interests but 
the federal statute determines when and how they shall be taxed.” The 
Court examined the leases and found them no different from similar 
leases in other states, where the title to the oil and gas passes only on 
severance by the lessee.**° Such leases had never been treated as sales under 
the revenue acts and, indeed, “it is evident that the taxation of the receipts 
of the lessor as income does not ordinarily produce the kind of hardship 
aimed at by the capital gains provision of the taxing act.” The point was 
made that oil and gas may not be present in the leased property and may 
or may not be found by the lessee. The payments made by the lessee are 
not commonly thought of as the purchase price of the deposit, but as paid 
for the “privilege of exploiting the land for the production of oil and gas 
for a prescribed period.” It was held, therefore, that the bonus payments 
were ordinary income subject (the Court assumed) to depletion. 

In Palmer v. Bender the taxpayer and his partners were lessees rather 
than owners of the fee. Their leases called for the development of the 
properties, and they had discovered oil under one set of leases in 1919 and 
under another set in 1921. In the latter year they purported to sell rather 
than sublease their interests to two operating companies in consideration 
of cash bonuses, oil payments, and an additional one-eighth “excess roy- 
alty.”’ The assignments were made subject to the obligations with respect 
to development and the other covenants contained in the underlying leases. 
In their returns under the 1921 Act they reported their cash bonuses and 
oil payment receipts as income subject to the depletion allowance based on 
discovery value. The Commissioner this time took the position that the 
payments were the proceeds of sale. 

With respect to the oil payments the Supreme Court held in effect only 
that it was irrelevant whether the transactions involved were technically 
subleases or sales; the payments were made from an economic interest 
in the oil in place.*** The Court did not hold that the reservation of an 
economic interest of itself will foreclose characterization of the transaction 
as a sale. It allowed that implication to be gathered, however, from two 
aspects of its opinion. First, it cited the following concession made by the 
Government in its brief—that “if any reversionary interest, according to 
the common law, however small, has been retained in the leased land by 
the two partnerships, the petitioner is entitled to the depletion allowances 
claimed”; secondly, it specifically dealt with the status of the bonuses 

99 Cf. L.O. 1103, I-2 Cum. Bur. 128 (1922); note 63 supra. _ 


100 Jd. 
101 See p. 280 supra. 
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simply by describing them as advance royalties. With Burnet v. Harmel 
the case thus opened the way to the syllogism that, given the reservation 
of a royalty interest in an oil and gas transaction, any bonus is an advance 
royalty, and the transaction is therefore not a sale.*® 

As a practical matter there can be few cases where this result is not 
correct.*** As in Palmer v. Bender the assignment of an oil and gas lease 
will customarily be taken subject to the assignor’s development covenants. 
The property may or may not have been proved,** but development is 
likely to be at least incomplete, and the assignee will be required under 
his assignor’s covenants to drill further wells, or pay delay rentals, or both. 
In most cases the assignor will enter into the transaction not with the 
idea of disposing of an asset, but in order to obtain development of the 
property. The significance of retaining an economic interest lies chiefly 
in its emphasis on this characterization. 

Development is more than a lease covenant or obligation, however. To 
the lessee it also represents a right without which the accompanying right 
to production would be valueless. To a degree, at least, it is for this right 
that a bonus is paid. Why, then, although it be agreed that the transaction 
is not a sale of the oil deposit, may not the lease assignment be regarded 
as a sale of this right and the right as a capital asset? *°’ The argument 
apparently has never been made, its answer doubtless having been taken 
to lie in the syllogism derived from Palmer v. Bender. To a large extent 
also, the income tax law of depletion has developed in its own compart- 
ments, sealed off from more general concepts. Where the assignor has 
retained other interests in the lease, however, notably the right to share 
in part of its production, the answer may lie in an analogy to the “bundle 
of rights” theory developed with respect to copyright and patent assign- 
ments. A literary property at one time could be sold, for example, and 
the profit thereon taken as long-term capital gain.*°* If only a particular 
right, constituting but a part of the property, were granted, however (the 
serial rights,*°" for example, or the motion picture rights *°*), then the 
transaction would not be a sale but a license, and the consideration would 


102 Cf, G.C.M. 22730, 1941-1 Cum. Butt. 214. 

103 The qualification made in this article, of course, is that the bonus, although properly 
classed as ordinary income, need not have been characterized as depletable. 

104 Cf, Burnet v. Harmel, note 97 supra. 

105 If not otherwise disqualified under I.R.C. §117(a). 

106 Cf, I.,T, 2735, XII-2 Cum. Butt. 131 (1933). A sale by a professional writer, how- 
ever, is regarded as disqualified under I.R.C. §117(a), because made by him to a “cus- 
tomer” in the ordinary course of his trade or business. The Revenue Act of 1950, more- 
over, puts the non-professional on the same footing. Revenue Act of 1950, Sec. 210(F), 
amending I.R.C. §117(2) (1) (c) ; Sec. 210(b), amending I.R.C. §117(j) (1). 

107 Rohmer v. Comm’r, 153 F.2d 61 (2d Cir. 1945), cert. denied, 328 U.S. 862 (1946). 
108 Goldsmith v. Comm’r, 143 F.2d 446 (2d Cir. 1944), cert. denied, 323 U.S. 774 (1944). 
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be taxable as a royalty whether paid periodically or by a lump sum in 
advance.*°? The same reasoning has been applied to patent transactions."*° 
It is said that a patent vests a bundle of three rights in its holder—the 
rights to make, use, and vend. Assignment of less than the whole bundle 
is thus a license rather than a sale.*** Moreover, the Tax Court would 
apparently go on to the dubious position that a licensee can never make 
a sale but only a sub-license of the interest which he owns.*” 

Both the need and wisdom of drawing analogies such as these, on the 
other hand, may be doubtful. The volume and perplexity of litigation on 
the income tax aspects of patent and copyright assignments indicate the 
artificiality of the “bundle of rights” theory and its applications. It is 
perhaps enough to rely on the practical fact that an oil and gas lease is 
ordinarily assigned with a view to its development and the retention of 
an interest in that development by the assignor. The finality of the tra- 
ditional sale is absent from the transaction. If that finality exists, how- 
ever, there is no reason why the sale characterization should not be 
applied. 

Where a lease is assigned (whether in whole or in part) outright for 
cash, the finality is present, and it is immaterial whether development has 
been started or production obtained.“* Where an economic interest is 
held back, however, particularly in royalty or net profits form, the pre- 
sumption should be that the assignment is made with a view to obtaining 
development of the lease. Where the property has not already been proved, 
and its reserves are conjectural, this will almost certainly be the case, and 
it will generally be the case as to proved properties as well. There obviously 
are cases, on the other hand, where a lease owner wishes to free himself 
of all risks of development and production; where the retention of an 
extended and indefinite economic interest does not attract him; and where 
his chief desire is for an immediate cash payment. In the opinion of the 
writer, the rule here should be that the retention of an economic interest 
will not be presumed to foreclose characterization of the transaction as a 
sale if (1) the interest is limited to a specified total of units of production 
or a specified cash total (i.e., an oil payment) ; (2) recovery of the total 


109 Cf, Comm’r v. Wodehouse, 337 U.S. 369 (1949); Sabatini v. Comm’r, 98 F.2d 753 
(2d Cir. 1938). 

110 Unlike the case of literary or artistic property, the Revenue Act of 1950 did not 
place inventions of a non-professional in the same category as those of the professional, 
ie., disqualify them as held for sale to customers in the ordinary course of trade or 
business. Cf. note 106 supra. 

111 Cf, Edward C. Myers, 6 T.C. 258 (1946) Acq., 1946-1 Cum. BuLL. 3, withdrawn, 
1950 Int. Rev. Butt. No. 7 at 1. 

112 Cf, Seattle Brewing Co., 6 T.C. 856 (1946), aff’d, 165 F.2d 216 (9th Cir. 1948) ; 
Federal Laboratories, Inc., 8 T.C. 1150 (1947). 

113 J.T, 3693, 1944 Cum. Butt. 272. 
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is virtually assured on the basis of known reserves; and (3) as a rule of 
thumb, the total is not more in amount than the stipulated cash payment. 

In point of fact this is the result that would be achieved under the rule 
in the Fleming case.* There Fleming and the other joint owners of produc- 
ing oil and gas leases in the principal transaction involved had assigned 
their interests for $1,000,000 in cash and $1,000,000 payable out of one- 
fourth of all oil, gas, and minerals thereafter to be produced. The Court 
held that the bonus was “purchase money and subject to no depletion.” It 
did not base this holding upon any such rationale as that suggested above. 
It said that the lease was an estate in the land, capable of being transferred, 
and that it was sold. “The making of the sale depleted nothing” (a com- 
ment applicable to the bonus feature of any assignment). “The real 
essence of the transaction was that the lease was sold and all the oil except 
that whose proceeds were to come to the selling taxpayer” (a comment 
applicable to any sublease). Possibly on its facts the case was rightly 
decided. The result should be limited, however, to the circumstances 
suggested above. 

In general, the foregoing comments are also applicable to assignments 
of mineral fee interests. As a practical matter, however, it may be possible 
under some circumstances to make a sale of a fee interest with an indefinite 
royalty or net profits interest reserved, where that will rarely, if ever, be 
possible in the assignment of a lease. This is due to the fact that the fee, 
unlike the lease, is initially unburdened with development covenants. 
Arthur N. Trembley,’ decided by the Tax Court, is a case (indeed the 
only case) in point. 

The taxpayers in that case were the fee owners of certain lands in 
Texas. There were no known mineral deposits underlying the properties. 
In particular, no sulphur mines had ever been located there, and no sulphur 
had been mined or produced from any adjoining tracts of land. In 1944 
the taxpayers conveyed all sulphur rights in the properties for cash pay- 
ments, reserving, however, a royalty interest. The grantee, instead of 
being obligated to drill for sulphur, was expressly exempted from doing 
so in the instrument of conveyance. From the surrounding circumstances 
also, the Court found that the grantee did not propose to engage in the 
extraction of sulphur and that the taxpayers did not expect it. The Court 
held that a sale had taken place and that the profits realized from the cash 
payments had properly been reported as long-term capital gain. The 
essential prerequisite of a lease, the Court said, is that its predominating 


114Comm’r v. Fleming, 82 F.2d 324 (Sth Cir. 1936), cited with apparent approval 
in Anderson v. Helvering, 310 U.S. 404 (1940); Cullen vy. Comm’r, 118 F.2d 651 (5th 
Cir. 1941) ; McLean v. Comm’r, 120 F.2d 942 (5th Cir. 1941), cert. denied, 314 U.S. 670 
(1941). 
1157 TCM 972 (1948). 
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purpose “‘is to secure the development of the land for minerals. The record 
here shows the absence of such a purpose.”’ It was held that the reserva- 
tion of a royalty interest “while an attribute of a lease, is not controlling.” 
The point was that the grantee “was willing to pay a large cash sum to 
acquire the permanent title and ownership to the sulphur under the land, 
provided there was no obligation on his part to drill or develop same.” 
Palmer v. Bender was found not to be applicable. “There the transaction 
was based, not on the sale of minerals, but on assignment of oil and 
gas leases, which leases expressly required the development of the oil and 
gas under the land on which oil had been discovered and on which opera- 
tions were then being carried on.” The leases in that case were trans- 
ferred subject to the obligations and covenants of the lessee to the original 
lessor. 

The opinion in the Trembley case does not appear to the writer (as it 
does, however, to many others) to be inconsistent with basic oil and gas 
tax law. Nevertheless, a caveat should be added. The situation is cer- 
tainly rare in which, with a royalty reserved, the purpose of the assign- 
ment is not primarily to secure the exploitation and development of the 
property. The Trembley result could rarely be achieved on other facts, 
and certainly cannot be achieved simply by following the Trembley form 
of conveyance.*® The Tax Court’s approach to the problem, however, 
had earlier received implicit approval in the Burton-Sutton case.’ There 
the Court felt called upon to distinguish its earlier decision in Helvering 
v. Elbe Oil Land Co.*** Elbe, the corporate taxpayer, had in 1927 con- 
veyed its interest in various producing leases and related properties to 
another oil company for an agreed cash purchase price of $2,000,000, 
payable in installments, and the assignee’s agreement upon completion of 
those payments to pay the assignor one-third of the net profits resulting 
from the production and operation of the properties. It was provided that 
after the transfer the assignor should have “no interest in or to said 
properties” except in the case of an abandonment by the assignee. On 
these facts it was held that the assignment “provided for an absolute sale 
of all the properties in question, including all the gas and oil in place, and 
that respondent did not retain any interest or investment therein.” The 
Court concluded that the provision for the net profits payment was simply 


116 Cf, West v. Comm’r, 150 F.2d 723 (5th Cir. 1945), cert. denied, 326 U.S. 795 (1946), 
involving a studied but unsuccessful attempt to characterize an assignment as a sale 
even though a royalty interest was in substance retained. A deed to the fee was executed, 
on the one hand, and an agreement calling for development of the property and granting 
to the assignor a mineral interest was executed, on the other. The transaction was 
viewed as a whole and characterized as a lease. 

117 328 U.S. 25 (1946) ; see p. 281 supra. 

118 303 U.S. 372 (1938). 
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a “personal covenant” of the assignee, which in no way qualified the effect 
of the transaction as an “absolute sale.’”” The cash payments were, there- 
fore, purchase money and not in the nature of an advance royalty. 

To the extent that the Court regarded the assignee’s net profits agree- 
ment in the Elbe case to be simply a personal covenant rather than an 
economic interest in the oil in place retained by the assignor, the case is 
wrong and is no longer good law. In Burton-Sutton, however, involving 
the excludibility of comparable net profits payments from the gross income 
of the assignee rather than the status of the bonus payments in the hands 
of the assignor, the Court chose not to overrule the Elbe case but to dis- 
tinguish it on the ground that the transfer of the Elbe leases was “an 
absolute sale.” Rightly or wrongly, it interpreted the Elbe assignment 
not to be “a transfer of rights to exploit.’””’ The Burton-Sutton transfer, 
on the other hand, it chose to regard as an assignment “of the right to 
exploit the property with a reservation in the assignor of an economic 
interest in the oil.”” In other words, it left the way open for the characteri- 
zation of an assignment with a royalty or net profits interest reserved as a 
sale rather than a lease or sublease. The result in the Trembley case can 
thus be regarded as supported by authority, although it can rarely occur 
in practice. 

Once it is held that a sale has taken place with an economic interest (in 
the form of an oil payment) reserved, the taxpayer-assignor is faced with 
the problem of determining the cost basis of the interest which is assigned. 
Logically, this is the total cost of the assignor’s full operating interest less 
the fraction thereof attributable to the interest retained. The sensibly 
settled rule of allocation here is that the total cost shall be allocated between 
the interest sold and the interest retained on the basis of the comparative 
values of such interests as of the date of assignment.*” 

The cash paid on a lease assignment may to some extent be intended as 
compensation for the use or acquisition of the depreciable well equipment 
located on the property. In the Fleming situation, where a sale of the 
lease itself is regarded as taking place, an allocation is appropriate, since 
title to the equipment passes by definition to the assignee. Moreover, it 
seems entirely possible under what is otherwise a sublease to provide for 
sale of the depreciable assets.**° Whether allocation results in gain or loss, 
this provision will be beneficial, since the allocated proceeds will receive 
the benefits of section 117(j) of the Code. 

In the absence of an express allocation by the parties, the rule in such 


119 Columbia Oil & Gas Co. v. Comm’r, 118 F.2d 459 (5th Cir. 1941); Comm’r v. 
Roeser & Pendleton, Inc., 118 F.2d 462 (5th Cir. 1941), cert. denied, 314 U.S. 635 (1941) ; 
G.C.M. 23623, 1943 Cum. Butt. 313. 

120 Choate v. Comm’r, 324 U.S. 1 (1945). 
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cases *** is that the cash shall be regarded as paid for the equipment to the 
extent of the equipment’s depreciated cost. Depending on the cash amount, 
this will result either in a wash or a loss transaction. Under the Supreme 
Court decision in Choate v. Commissioner,’** the loss is allowable, al- 
though Bureau practice has been to the contrary.*** In the present era of 
scarcities and high prices, on the other hand, the fair market value of the 
equipment may exceed its adjusted cost. If so, there seems to be no good 
reason why an express allocation should not be recognized when made 
by the parties on this basis. 

Oil and gas leases, subleases, and sales with economic interests retained 
suggest an interesting speculation with regard to the realization of taxable 
income. Where the property has been proved and its oil and gas reserves 
can be estimated with reasonable certainty, the retained interest will have 
an ascertainable fair market value. Generally, indeed, the prospective 
assignee will make an appraisal or have an appraisal made before he enters 
into the transaction. In the case of a sale, at least, one should not be sur- 
prised if the Bureau were to assert that income is realized to the extent of 
the fair market value of the retained interest.°* A convincing answer to 
this assertion, however, lies in the fact that the assignor’s interest is not 
acquired but is retained. Until development and production actually take 
place, no event occurs to precipitate realization of the income. 

The reservation rationale lies implicit if not fully expressed in the cases. 
Assuming it to be correct, it applies equally to all forms of economic in- 
terest. Recently the Tax Court implied **° with respect to a lease assigned 
for cash with an overriding royalty and an oil payment, that the oil pay- 
ment was “acquired” and not, like the overriding royalty, “retained.” 
This distinction rests solely on conveyancing form, however, and certainly 
it should be disregarded for the purposes of income tax law. 

An opportunity to apply the rationale was early presented to the Board 
of Tax Appeals in E. F. Simms.**® The taxpayer and his partner in that 
case each owned an undivided one-half interest in certain oil properties. 
After operating the properties for some five years, they sold them in 1921 
for $1,200,000 in cash, $1,200,000 represented by notes, and an 800,000- 
barrel oil payment with a five per cent overriding royalty reserved. One- 


121 See note 119 supra; G.C.M. 23623, 1943 Cum. Butt. 313. 

122 See note 120 supra. 

123 G.C.M. 23623, 1943 Cum. Butt. 313. 

124 Compare the uncertain income tax status of unsecured deferred compensation 
agreements. See Rudick, Income Taxes and Deferred Compensation Agreements in 
University oF SOUTHERN CALIFORNIA TAX INstITUTE Lectures (1949). 

125 See Dorothy Cockburn, 16 T.C. 769 (1951); Witt1aMs, Om anp Gas Tax Quar- 
TERLY 36 (Vol. 1, No. 1, 1951). 

126 28 B.T.A. 988 (1933). 
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half of the consideration was to be paid to each partner. On their income 
tax returns, the taxpayer and his partner reported, as their profit on the 
sale, the difference between the cost of their respective shares in the part- 
nership and their respective shares of the cash and notes received. To 
these amounts the Commissioner added the present worth of the royalties 
to be paid and the oil to be delivered, on the theory that this was a sale of 
partnership interests rather than its component assets, and the fact that 
the partnership as such was on the accrual basis. The Board held, citing 
United States v. Anderson,'* that there could be no accrual because of the 
contingent nature of the payments. Going further and citing Burnet v. 
Logan,’ it held that in any event the royalty and oil payments were too 
“indeterminate”’ to constitute taxable income. 

It is an interesting fact in the case that the taxpayer, due to the Com- 
missioner’s reliance upon the accrual concept and the fact that he and his 
partner were individually on the cash rather than on the accrual basis, 
felt obliged to make the argument that this was not a sale of partnership 
interests but a sale of the partners’ individual interests in oil and gas 
properties. The Board did not accept this contention, since the record 
showed no dissolution of the partnership and since the assets sold had been 
referred to as belonging to the partnership. This did not affect the result 
in the case but the point may still be of importance. The partnership 
interests would now presumably be regarded as capital assets separate 
and apart from the individual properties owned by the firm.**® In such 
event the reservation rationale less clearly applies. The taxpayer, on the 
other hand, might now argue a benefit from the Commissioner’s position 
in the Simms case, i.e., that this was a sale of partnership interests. Under 
present law the “sale” in the case, if one of oil properties, would pre- 
sumably be regarded as a sublease and the bonus taxed as ordinary de- 
pletable income rather than a capital receipt. If it is a partnership interest 
which is the subject of the transaction, on the other hand, the result could 
arguably be the reverse. Nevertheless, one may doubt that the entity theory 
of partnership for federal income tax purposes should, or would, be ex- 
tended so far. Certainly it should not where the firm disappears with the 
sale. 

The result in the Simms case is purely pragmatic. It was subsequently 
followed in a line of cases both as to cash *® and accrual *** taxpayers. 


127 269 U.S. 422 (1926). 
128 283 U.S. 404 (1931). 
129 Comm’r v. Lehman, 165 F.2d 383 (2d Cir. 1948), cert. denied, 334 U.S. 819 (1948) ; 
G.C.M. 26379, 1950 Int. Rev. Butt. No. 10 at 4. 
130 F.9., Kay Kimbell, 41 B.T.A. 940 (1940) ; Willis R. Dearing, 36 B.T.A. 843 (1937), 
aff'd on another issue, 102 F.2d 91 (5th Cir. 1939). 
131 F.g,, Cook Drilling Company, 38 B.T.A. 291 (1938). 
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Following the later decision of the Fifth Circuit in Boudreau v. Commis- 
sioner,” however, it has become reasonably certain that the receipt of an 
economic interest (as compared with its reservation) may result in the 
realization of income to the extent of its fair market value. The Vaccaro 
case,‘** a Tax Court memorandum decision, contains a suggestive illus- 
tration. The cash basis taxpayers held undivided interests in a mineral 
lease covering a small strip of land running across a larger tract. In con- 
sideration of their releasing and quit-claiming their interests in this lease, 
they received $163,000 in cash together with an oil payment of $92,500 
payable from oil to be produced from the larger tract. This payment was 
found to have a fair market value of $69,375 as of the date of sale. It 
was held that this value “‘should be added to the cash received by the joint 
venture in determining gain under section 111.” The receipts from the 
oil payment were, of course, regarded as depletable income when received, 
and the $69,375 figure was held to be the basis of the payment for calcu- 
lating cost depletion. Dividing this sum by the amount ultimately to be 
realized from the oil payment ($92,500), it was held that the amount of 
depletion for each dollar realized from the oil payment would be $.75. 
The result of the Vaccaro case would also seem to follow in Anderson 
v. Helvering *** where oil properties are sold for cash and secured or 
guaranteed payments out of future production, since by definition the 
agreement to make these payments does not constitute a reserved economic 
interest. Properly interpreted, the decision in Burnet v. Logan *** does not 
foreclose this result. The taxpayer in that case, with other stockholders 
of the corporation, sold her stock for cash and the buyer’s agreement to 
pay additional amounts of $.60 per ton for ore removed from a certain 
mine. The Commissioner treated the obligation of the buyer as having a 
cash value and regarded the sale as a closed transaction in the year made, 
but the taxpayer was upheld in her contention that there could be no gain 
until she had recovered the basis for her stock. The case did not hold, 
however, that contingent rights to future income can never have a fair 
market value which can be regarded as realized income. Thus, if an oil 
payment itself can have a fair market value, and if the receipt of such a 
payment can result in the realization of income, it seems unreal to say that 
such cannot be true of an agreement the value of which is even more cer- 
tain because the payments, otherwise to be made from production, are 
secured or guaranteed by the personal covenant of the assignee. It seems 


132 134 F.2d 360 (Sth Cir. 1943). See also Fleming v. Comm’r, 153 F.2d 361 (5th Cir. 
1946) ; Massey v. Comm’r, 143 F.2d 429 (5th Cir. 1944). 

183 John Vaccaro, 2 TCM 820 (1943). 

134 310 U.S. 404 (1940). 

185 See note 128 supra. 
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unreasonable to distinguish the two cases on the ground that an oil pay- 
ment or a royalty is a property interest, while an agreement to pay is not. 
For the same practical reason, despite authority to the contrary,*** no 
great significance should be attached to the fact that the assignee’s obliga- 
tion is not evidenced by negotiable notes. Of course, if the provisions 
of section 44 of the Code are otherwise satisfied, there is no reason why 
the proceeds of sale could not be returned on the installment basis. 

A sale of an oil and gas property, like the sale of a share of stock, for 
example, a patent, or an income interest in a trust, represents to some 
extent an anticipation of future income. That fact alone does not fore- 
close capital gains treatment. There are, however, limitations here as 
elsewhere on the capital gains concept, and the owners of interests in oil 
and gas are not free of the inhibitions on income assignments that exist 
in other fields. 

A taxpayer may own, whether by acquisition or reservation, an eco- 
nomic interest in oil and gas lesser in extent than a fee or a leasehold 
working interest, and if he sells the interest in its entirety, whether it be a 
royalty, net profits interest, or oil payment, the tax on his profits will be 
limited under section 117 (if the interest is not otherwise disqualified as 
a capital asset). The older cases, which have not recently been questioned, 
support this statement where royalty interests are concerned,’ and the 
Bureau has recently supported it as to oil payments.*** The statement also 
applies to sales of fractional interests in these property or income rights.** 
Here as elsewhere, however, the .capital gains concept has been abused. 
Oil payment transactions in particular once offered an attractive field for 
tax avoidance. The owner of a greater interest would carve out an oil 
payment which, on the basis of known reserves, would almost certainly 
pay out its designated amount in a relatively short period (say, one to 
three years). Because of this certainty, another taxpayer would be willing 
to purchase it at a relatively small discount from its total amount (say, 
five per cent), borrowing the purchase money on the collateral of the oil 
payment. The vendor would then report his profit on the sale at capital 
gains rates, while the vendee, with his cost basis not much less than his 
receipts, would claim cost depletion (to which he is entirely entitled) and 
pay virtually no tax. The net result would be an over-all loss of revenue 
to the Treasury. 

The Bureau called a halt to this practice with G.C.M. 24849, published 


136 Charles C. Ruprecht, 16 B.T.A. 919 (1929) ; see also Comm’r v. Moore, 48 F.2d 526 
(10th Cir. 1931), cert. denied, 284 U.S. 620 (1931). 

187 R, R. Ratliff, 36 B.T.A. 762 (1937); J. E. Murphy, 9 B.T.A. 610 (1927) Acq., 
VII-2 Cum. Butt. 28 (1928) ; G.C.M. 12118, XII-2 Cum. Butt. 119 (1933). 
138 1. T. 4003, 1950 Int. Rev. Butt. No. 8 at 2. 
139 Cf, notes 137 and 138 supra. 
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in 1946,** holding that the consideration received on such assignments 
is taxable to the assignor as ordinary depletable income. In LT. 4003, 
published in 1950,*** the holding was extended to the assignment of all oil 
payments with a life less than that of the depletable property interests out 
of which they are carved. 

The purported rationale of these rulings lies in analogizing the con- 
sideration for the assignment to an advance royalty or bonus. Since a 
bonus representing consideration for a sale is otherwise not ordinary 
depletable income in any case, the rationale is easy to criticize. That does 
not mean that the rulings are wrong, however. The fear of tax avoidance 
haunts virtually all of the cases dealing with income assignments; it is 
their generally unexpressed **” but inherent rationale.** The same ra- 
tionale, if reasonably applied, might support a case involving the antici- 
pation of income. One may agree in general with the Bureau’s position, 
and hope, if forlornly, that it will show proper judgment when the hard 
case, involving the sale of a long-lived oil payment, comes along.*** 

The same rationale supports the companion ruling in I.T. 3935,**° that 
a donative assignment of such an oil payment is te be regarded as an 
assignment of future income and its proceeds taxed to the assignor. 
Analytically, however, and in terms of the authorities, the Bureau here is 
on firmer ground. An income beneficiary’s interest in a trust, for example, 
is “property,” something more than a right to income, and an assignment 
of part of the interest will operate to shift the tax on the income to the 
assignee.**° The disposition must be “substantial,” however, and an 
assignment for one year, as an example, will be ineffective.*** A line must 
be drawn, and here, as in the trust cases, the way is open for the courts 
to draw it.*** 
~ 140 1946-1 Cum. Butt. 66, made applicable to assignments on and after April 1, 1946 
by I.T. 3895, 1948-1 Cum. Butt. 39, 

141 1950 Int. Rev. Butz. No. 8 at 2. 

142 But cf. Sanford Corporation, 38 B.T.A. 139 (1938), aff’d, 106 F.2d 882 (3d Cir. 


1939), cert. denied, 309 U.S. 659 (1940). 

143 See Surrey, Assignments of Income and Related Devices; Choice of a Taxable Per- 
son, 33 Cot. L. Rev. 791, 793 (1933). 

144 The Revenue Bill of 1950, as reported by the Senate Finance Committee, made an 
abortive effort to repeal these rulings by providing that the cash received on the sale 
of an oil payment, while retaining a continuing interest in the property, should be treated 
as proceeds from the sale or exchange of a capital asset. H.R. 8920, Sec. 214, 81st Cong., 
2d Sess. (1950) (as passed by Senate) ; Sen. Rep. No. 2375, 81st Cong., 2d Sess. 66, 91 
(1950). Mr. Rex G. Baker, General Counsel of the Humble Oil and Refining Co., has 
written, “I do not know who sponsored it. It is my belief that no responsible person in 
the oil industry did so.” See Baker & Griswold, Percentage Depletion—A Correspond- 
ence, 61 Harv. L. Rev. 361, 365 (1951). 

145 1949-1 Cum. Butt. 54. 

146 Blair v. Comm’r, 300 U.S. 5 (1937). 

147 Harrison v. Schaffner, 312 U.S. 579 (1941). 

148 Tn the trust cases it has been drawn in the neighborhood of ten years. Hawaiian 











298 TAX LAW REVIEW [Vol. 7: 


Coincidentally with I.T. 3935, acquiescence was withdrawn in FR. E. 
Nail,*** decided by the Board of Tax Appeals in 1932. The taxpayer there 
had assigned a reserved royalty interest in trust for a twenty-year term, 
to revert to the grantor, however, when a specified cash amount had been 
paid out. The assignment was held effective to shift the incidence of the 
tax on the royalty income. There is nothing in I.T. 3935 or in the with- 
drawal of acquiescence in the Nail case, however, to indicate that a royalty 
cannot be effectively transferred in trust like any other property interest. 
If reversion to the grantor cannot arise until the trust terminates, the 
transfer can be attacked, if at all, only under section 166 or section 167 
of the Code, or under the judicial concepts applicable to trust transfers 
in general,*°° 

The problem faced in I.T. 3935, it may be noted, is simply one aspect 
of a general problem confronted again and again in the administration 
of the income tax law, to wit, the need for determining the appropriate 
taxpayer as to a given item of income.** An additional though related 
problem arises where, because of the introduction of a corporate entity 
into the picture, an attempt is made to avoid a double tax on the same 
item.*** Rudco Oil and Gas Co. v. United States,*** is a case in point. 
There the corporate taxpayer was the owner and operator of various oil 
and gas leases. In 1943 the grades, amounts, and field prices of the oil 
produced were expected to remain fairly constant, and it was known that 
the sum of $60,200 would be available out of current earnings for pay- 
ment of the annual dividend. There were two stockholders, husband and 
wife. To avoid the corporate tax, they caused the corporation to make 
dividend distributions of interests in eighteen producing leases for such 
time as would be required to yield approximately this amount. The in- 
terests were duly transferred and recorded and within three months the 
stockholders had received their money and reconveyed the interests to the 
taxpayer. They reported their entire receipts as dividends (apparently 
without any claim for depletion), and the taxpayer excluded the amounts 
from its own income. It was held that the distribution amounted to an 
anticipation of the depletable income from the assigned interests and that 
the amounts were therefore taxable to the corporation like “the assign- 
ment of salary, or income from a trust, or interest on a bond.” 


Trust Co. Ltd. v. Kane, 172 F.2d 74 (9th Cir. 1949); Farkas v. Comm’r, 170 F.2d 201 
(5th Cir. 1948). 

149 27 B.T.A. 33 (1932) Acq. withdrawn, 1949-1 Cum. Butt. 56. 

150 F.g., Helvering v. Clifford, 309 U.S. 331 (1940) ; Reg. 111, Sec. 29.22(a)-21; J. T. 
Browning, 16 B.T.A. 485 (1929). 
151 F.g., the family partnership problem. Cf. Comm’r vy. Culbertson, 337 U.S. 773 (1949). 
152 F.g., the problem in Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 
153 82 F. Supp. 746 (Ct. Cl. 1949). 
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CoNCLUSION 


The Rudco case and the rulings with respect to oil payment assignments 
suggest that the nature of depletable income, unique though it is, cannot 
be examined entirely outside the context of more familiar income tax 
rules and concepts. They illluminate the fact, also, that the oil and gas 
industry operates within the framework of a national tax system and not 
under a system entirely peculiar to itself. This fact is recognized by a 
responsible and major section of the industry, and it is a fair statement 
that the industry as a whole makes no brief for the tax avoidance schemes 
(e.g., with respect to oil and gas payments) that are peddled to new 
“investors” in particular. 

With regard to the depletion allowance and the nature of the income 
entitled to its benefit, it may be said in mitigation of the points of diffi- 
culty suggested in this article that the law has developed, on the whole, 
in a rational and realistic manner. This is a statement that cannot be made 
of every aspect of the federal tax law. That it can be made here is due 
primarily to the force of Justice Stone’s intellect as expressed in his 
opinion in Palmer v. Bender. By crystallizing the concept of the economic 
interest, the opinion provided a sound foundation for the development 
of the income tax law of depletion. 








Effect Of The Revenue Act Of 1951 On 
The’Corporate Tax Structure 


EWING EVERETT anp MALCOLM JOHNSON 


_ = Revenue Act of 1951 which was approved by the President on 
October 20, 1951, amends 280 sections and subsections of the Internal 
Revenue Code. While many of these amendments are “technical” in char- 
acter, designed to coordinate various provisions of the Code, most of the 
new provisions effect important changes in the substantive tax law. 

The amendments cover a broad field. They apply to income taxes, 
excess profits taxes, estate and gift taxes, and excise taxes. They revise 
the withholding provisions and levy an occupational tax on gamblers. 
In addition to substantial rate changes (involving in some instances sepa- 
rate schedules for the year 1951, the years 1952-1953, the year 1954, and 
the period subsequent to 1954), the new law closes a number of loopholes 
and opens new doors for the relief of inequities. 

Some of the substantive changes apply only to individuals, some relate 
only to partnerships, and many concern only the corporate taxpayer. Other 
amendments have a general application and must be considered by many 
classes of taxpayers. In this latter group are new rules which operate 
when an employer-employee relationship exists. The existence of certain 
transactions between a corporation and its stockholders has also occasioned 
some of the new provisions. 

This article will be limited to a discussion in summary form of the more 
important provisions which should be of interest to the corporation as a 
taxpayer, as an employer, and as a party to transactions involving dealings 
with its own stockholders. 


Ewrnc Everett is a member of the Bars of New York and the District of Columbia; 
a member of the Section of Taxation of the American Bar Association; a member of the 
Advisory Committee of the New York University Institute on Federal Taxation; lecturer 
of the Practising Law Institute, Federal Tax Forum, Inc., and other tax groups; co-author 
of Reorganizations and Other Exchanges in Income Taxation; author of Organization 
of Corporations and Sales of Assets; and partner of Everett & Johnson, New York City, 
and Miller & Chevalier, Washington, D. C. 

MALcoLM JOHNSON is a member of the Bars of New York and Kentucky; Chairman 
of the Federal Tax Committee of the Insurance Accountants Association; contributor to 
publications on taxation and insurance; and partner of Everett & Johnson, New York 
City, 
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I. CorPoRATE INCOME AND Excess Prorits TAX PROVISIONS 


The new law increases the corporate income tax rate to 52%,* retains 
the 30% excess profits tax rate, increases the over-all limitation upon 
the excess profits tax, and changes the method of computing such limita- 
tion. While maintaining the same excess profits tax rate, the amendments 
have the effect of increasing the amount of excess profits tax payable by 
reducing the amount of the credit based upon income. The alternative 
tax on long-term capital gain was also slightly increased from 25% to 
26%. The operation of the new law in effect creates four sets of corporate 
rate schedules, as is indicated in footnote 2 below.? 


A. THE Over-ALL LIMITATION ON Excess Prorits TAX RATES 


Prior to the 1951 Act the limitation on the amount of excess profits 
tax payable was computed as 62% of net income minus the regular normal 


1For 1952 and 1953. The increase was effected by adding to the normal tax rate. 


No change was made in the surtax rate. 
2 


























Years 
beginning Years 
after beginning Years 
3/31/51 after beginning 
and before 6/30/53 after 
7/1/53 and before 3/31/54 
Calendar (calendar 4/1/54 (calendar 
Year years 1952 (calendar years 1955 
1951 and 1953) year 1954) et seq) 
PUINN I HNE  cdivawicse sce ssceead 283% 30% 30% 25% 
WR RENE islan cuca wae Geant ceaues “2 22 22 22 
Total normal and surtax rate........... 502% 52% 52% 47% 
Excess profits tax rate (on adjusted ex- 
cess profits net income after excess 
POGOHOR GEO) oo ois c cecscccccsiccccss 30 30 —0— —0— 
Total income and excess profits tax rate. 803% 82% 52% 47% 
In terms of brackets of corporate income 
the above rates may be set forth as 
follows: 
Portion of income under $25,000........ 283% 30% 30% 25% 
Portion of income over $25,000 but under 
excess profits credit............ee00. 503% 52% 52% 47% 
Portion of income over both $25,000 and 
the excess profits credit.............. 802% 82% 52% 47% 
Maximum excess profits tax (on excess 
profits net income before excess profits 
MEN idaceateectcadcnavcedascceses 174% 18% —0— —0— 
Approximate maximum aggregate tax.. *68%— *70%— *52%— *47%— 
**25% or 
Maximum tax on long-term capital gain. 25% 26% 26% 25% 


* Will be slightly less by reason of the $25,000 surtax exemption—the limitation is actually on 
excess profits tax. The limitation on over-all i sae 9 tax - be stated only approximately. 
* 26% applies to years beginning after October 20, 1951 
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tax and surtax. Under the new law the limitation on excess profits tax 
is expressed as 171% for 1951 and 18% for 1952, respectively, of the 
excess profits tax net income determined before deducting the excess 
profits tax credit. In other words, the previous limitation equal to 62% 
of total net income minus the amount of the normal tax and surtax now 
corresponds to a limitation determined as a percentage of total excess 
profits net income, without making any deduction for the normal tax and 
surtax. 

In substance, the new law places a limitation upon the excess profits 
tax itself, whereas the computation under prior law amounted to placing 
a limitation upon the combined amount of normal tax, surtax, and excess 
profits tax. The 18% limitation applicable to 1952 and 1953 produces 
almost the same dollar limitation on excess profits tax as would result 
from using a 70% limitation figure applied in the manner prescribed under 
the old law. (See comparison in footnote 2.) Therefore, for the years 
1952 and 1953, the old limitation of 62% on the total income and excess 
profits taxes has been increased to approximately 70% of net income. 
The following is an example illustrating the application of the new limi- 
tation provisions : 

Corporation A has an excess profits net income of $1,000,000 and an 
excess profits credit of $100,000. For the year 1952 the limitation on 
excess profits tax is as follows: 


Bmoess: profits met MOOR. o.oo. os 6000d0s osiaves $1,000,000 
SEINE a cde vaso 4s Sioa Erste atin Wa hae aealAle SASS OM 100,000 
Adjusted excess profits net income.............. $ 900,000 
pe ee Ss . ere ere $ 270,000 
Limitation: 18% of excess profits net income 

before credit (SL QUIIID) oc nocd esac saccsae $ 180,000 


Corporation A will therefore pay only $180,000 of excess profits taxes 
instead of $270,000, which would be payable but for the operation of the 
limitation. 

The relation of the amount of the excess profits credit to total excess 
profits net income determines whether the limitation would apply in a 
given case. For example, the limitation of 174% for 1951 will not apply 
in any case where the net income is less than 2.3529 times the excess profits 
credit. The limitation will not apply in 1952 in cases where net income is 
less than 2.5 times the credit. 


B. Rate LIMITATION AND RELIEF FOR NEW CoRPORATIONS 


New corporations are given two kinds of excess profits tax relief. In 
some cases the credit of a new corporation may be increased by allowing 
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it a credit determined under the provisions of section 445 of the Code 
which, in effect, may give the taxpayer a credit comparable to that of other 
taxpayers similarly situated and engaged in the same line of business. 
These provisions appeared in the Excess Profits Tax Act of 1950 and 
have been continued in effect. Section 501 of the Revenue Act of 1951 
affords a new corporation additional relief by a rate limitation applicable 
to a limited amount of income * for a limited period of time. 

If a corporation commenced business after July 1, 1945 and if its fifth 
taxable year ends after June 30, 1950, then in place of the over-all ceiling 
limitations mentioned above, the maximum excess profits tax rate is 
limited to an amount equal to from 5% to 14% of excess profits net in- 
come. The applicable percentage depends upon whether the current taxable 
year is the first, second, etc. taxable year of the taxpayer’s existence.* 

In determining the number of years during which the taxpayer has 
been in existence and the particular consecutive taxable year of its exist- 
ence ending within the current taxable year, the existence of certain 
corporations with which the taxpayer has participated in designated types 
of reorganizations will be added to the existence of the taxpayer. How- 
ever, if less than 20% of the adjusted basis of the taxpayer’s assets was 
acquired in such manner, then the existence of such other corporation or 
corporations will be disregarded. 

The section will not apply to any corporation which receives more than 
50% of its gross income, exclusive. of dividends and capital gains, from 
contracts or sub-contracts which are subject to renegotiation. While the 
regulations have not yet been issued under this section, it would appear 


3 $300,000. The regular over-all limitation applies to excess profits net income in 
excess of $300,000. 
4 Over-ALL LIMITATION ON ToTaL AGGREGATE TAX oF A “NEw CorporaTION” (*) 


1951 1952 and 1953 
| oT ep gos 
(1) (2) (1) (2) 
Over-all Over-all Over-all Over-all 
limitation limitation limitation limitation 
on amount on amount on amount on amount 
of income of income of income of income 
under over under over 
$300,000 $300,000 $300,000 $300,000 
If the taxable year involved is tax- 
payer’s— 
First or second taxable year ™.... 553% 68% 57% 70% 
“Tiere taxable year... .cscvicicecs 583% 68% 60% 70% 
Fourth taxable year .............. 613% 68% 63% 70% 
PSS0H CARADIS YOAT conc scccccscecs 643% 68% 66% 70% 
Sixth taxable year, ct seq......... 68% 68% 70% 70% 


(a) The section operates as a limitation on the excess profits tax but can be expressed approximately 
as a total aggregate rate. The percentages do not take into account the surtax exemption of $25,000. To 
be accurate, $5,500 can be subtracted from any result under column (1) of either 1951 or 1952 and 1953 
to give effect to the surtax exemption. 

(b) Of taxpayer’s existence. 

(c) Total limitation would be the per cents of the second column applied to amount of income in 
excess of $300,000. 
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that a sole proprietorship or a partnership, which is incorporated in a non- 
taxable exchange under section 112(b)(5) of the Code, qualifies as a 
new corporation for the purposes of this section. 


C. IMpAcT OF THE ACT ON CORPORATE EARNINGS 


In spite of the general excess profits tax limitations, the benefits given 
to new corporations, and the numerous relief sections of the Excess Profits 
Tax Law, the average larger corporation must in many cases earn more 
than twice as much today as it did in the base period years 1946 through 
1949 in order to produce for its stockholders the same after-taxes, take- 
home earnings as the amount left after taxes in the years immediately 
preceding 1950. 

Most commercial and industrial corporations employ the excess profits 
credit based on income. For such a corporation it will be necessary to earn 
191.1688% of its average income for the three highest years 1946 through 
1949 in order to have remaining the same net income after taxes in 1951 
as in those years. For the calendar years 1952 and 1953 such a corpora- 
tion must earn 206.111% of its average income for the three highest years 
1946 through 1949 in order to have the same net income after taxes in 
1952 and 1953 as it had in those years. 

Even a corporation with a large invested capital credit and having added 
earnings which do not subject it to excess profits tax, must earn 25.88% 
more in 1951 and 29.16% more in 1952 and 1953 than it earned in the 
period 1946-1949 in order to have the same net income after taxes. 
(These percentages do not take into account the surtax exemption, which 
will have little effect, however, upon a large corporation. ) 

The invested capital credit is figured by brackets, namely, 12% on 
$5,000,000, 10% on the next $5,000,000, and 8% over $10,000,000. 
Since the credit based on income will be calculated by taking 83% of 
average income for the year 1952 and 1953, in order to have an income 
credit equal to its invested capital credit, a corporation must have earned 
14.46% or more on the first $5,000,000 of its invested capital, 12.05% 
on the next $5,000,000, and 9.64% on its invested capital in excess of 
$10,000,000. For example, an invested capital of $1,000,000 produces 
an invested capital credit of $120,000. In order to have an equivalent 
income credit, the taxpayer must have had average base period earnings 
of $144,600. This would be a 14.46% return on its invested capital. If 
the corporation earned less than this figure, its invested capital credit 
would be higher, and it would have to earn only 29.16% more than in 
1946-1949 in order to maintain the same position. But if it had been 
highly successful during that period and earned more than 14.46% on its 
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capital, then today it must increase its earnings before taxes by 106.11% 
in order to be as well off. 


D. RepucTION oF Excess Prorits TAx Crepit BASED ON INCOME 


Under prior law the excess profits credit based upon income was calcu- 
lated by applying 85% to average base period net income. For the calendar 
year 1951 the percentage is reduced to 84% ; for the calendar years 1952 
and 1953 the figure is reduced to 83%. In the case of a fiscal year be- 
ginning before July 1, 1951 and ending after June 30, 1951, the credit 
is computed by applying 85% and prorating the result on the basis of days 
prior to July 1, 1951 and adding thereto 83% of the average base period 
net income prorated on the basis of the number of days in the fiscal year 
after June 30, 1951. 


E. Fiscat YEAR COMPUTATIONS 


Every change in tax rates and credits involves special computations in 
the case of taxpayers filing returns on the basis of a fiscal year. 

Under some prior laws, as for example the first Excess Profits Tax Act 
in 1940, the revised provisions and rates were made applicable only to 
corporations whose taxable year ended on or subsequent to the termination 
of the calendar year 1940. Subsequent amendments to World War II 
rates, however, became effective on a prorated basis. This method involved 
more complicated computations but ‘achieved a more equitable result. The 
Revenue Act of 1951 adopts the proration method of putting into effect 
the new provisions relating to rates and credits. 

1. Normal Tax and Surtax—Fiscal Years Beginning Before July 1, 1950 
and Ending After June 30, 1950. In the case of such fiscal year the normal 
tax and surtax is the sum of the following three component parts : 

(a) Compute the tax on the entire net income for the fiscal year at 
the rates and under the law applicable to the year in which the fiscal year 
begins (either 1949 or 1950), and prorate on the basis of the number of 
days prior to July 1, 1950 to the total number of days in the taxable year. 

(b) Compute the normal tax at 25% and the surtax at 20% on the 
net income for the entire year and prorate on the basis of the number of 
days in the fiscal year between July 1, 1950 and December 31, 1950. 

(c) Compute the normal tax at 30% and surtax at 20%, respec- 
tively, and prorate on the basis of the number of days in the fiscal year 
subsequent to December 31, 1950. (The actual rate should have been 
503% but was apparently rounded out to 50% to avoid undue compli- 
cation. ) 

Fiscal years beginning in 1949 and ending in 1950 after June 30, 1950 
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require only steps (a) and (b). Fiscal years beginning in 1950 prior to 
June 30 and ending in 1951 require all three steps. 

It is advisable to recheck returns filed for fiscal years beginning before 
and ending after July 1, 1950. It is now clear by reason of the above 
amendments that the portion of the tax for the days in the fiscal year 
falling within the calendar year 1950 after June 30, 1950 will be computed 
at 45% rather than 47%. There was some doubt concerning this before 
the amendment. 

2. Normal Tax and Surtax—Fiscal Years Beginning Between June 30, 
1950 and April 1, 1951 and Ending After March 31, 1951 (such as Fiscal 
Years Ending June 30, 1951, September 30, 1951, and November 30, 1951). 
In the case of a taxable year of a corporation beginning between June 30, 
1950 and April 1, 1951 and ending after March 31, 1951, the normal tax 
and surtax is determined as follows: 

(a) Compute the tax on the entire net income for the fiscal year at 
the rates and under the provisions of law as they existed prior to the enact- 
ment of the 1951 Act. Prorate such tax on the basis of the number of 
days in the fiscal year prior to April 1, 1951. 

(b) Compute the tax on the net income for the entire year at 30% 
for normal tax and 22% for surtax. Prorate such tax on the basis of the 
number of days in the fiscal year after March 31, 1951. 

(c) Add the taxes computed under (a) and (b) above. 

3. Excess Profits Tax—Fiscal Years Beginning Before July 1, 1950 
and Ending After June 30, 1950 but Before April 1, 1951. There are sepa- 
rate sections for prorating the excess profits taxes of fiscal year corpora- 
tions. These parallel the income tax fiscal year provisions but are not 
always co-extensive therewith. 

For fiscal years beginning before July 1, 1950 and ending between 
July 1, 1950 and March 31, 1951 the excess profits tax is computed by 
applying 30% to the adjusted excess profits net income for the entire 
taxable year, but is limited to 62% of excess profits net income (before 
credit) minus the income and excess profits taxes. The applicable tax is 
prorated to the number of days in the fiscal year subsequent to June 30, 
1950. Accordingly, there is no tax for the number of days in the fiscal 
year falling before June 30, 1950. Eighty-five per cent is used in com- 
puting excess profits tax credit based on income. 

4. Excess Profits Tax—Fiscal Years Beginning Before April 1, 1951 
and Ending After March 31, 1951. In the case of fiscal years beginning 
before April 1, 1951 and ending after March 31, 1951 the excess profits 
tax is computed as follows: 

(a) Apply 30% to the adjusted excess profits:net income (after 
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credit) as computed under the provisions of law applying to a corporation 
whose taxable year ended December 31, 1950, and limit such tax to 62% 
of the excess profits net income (before credit) similarly determined, 
minus appropriate normal taxes and surtaxes. The base period income 
credit for such purposes will be 85% of base period income. Prorate 
such tax on the basis of the number of days in the fiscal year subsequent 
to June 30, 1950 and prior to April 1, 1951. 

(b) Apply 30% to the adjusted excess profits tax net income (after 
credit) for the entire fiscal year determined under the provisions of law 
applicable to fiscal years beginning on April 1, 1951, and limit such tax 
to 18% of excess profits net income (before credit). Prorate such tax on 
the basis of the number of days in the fiscal year subsequent to March 31, 
1951.° 


F, DISALLOWANCE OF SURTAX EXEMPTION AND MINIMUM EXCESS 
ProFrits TAX CREDIT IN CERTAIN CASES 


Under prior law every corporation was entitled to an exemption from 
surtax of $25,000 and a minimum credit for excess profits tax purposes 
of $25,000. This offered an opportunity to obtain a tax advantage by 
creating multiple corporations. Section 121(f) of the 1951 Act has closed 
this loophole. The surtax exemption and minimum credit of a corpora- 
tion will be denied where the following circumstances exist : 

(1) Another corporation transfers all or part of its property (other 
than money to the taxpayer on or after January 1, 1951. 

5 The following table applies the above fiscal year principles and shows the approxi- 


mate effective rates of taxation in connection with the more commonly used fiscal years 
ending June 30, September 30, and November 30: 


EFFecTIVE TAX Rates For TypicAL FiscaAL YEARS 


Fiscal Year Fiscal Year Fiscal Year 
ending ending ending 
June 30, 1951 Sept. 30, 1951 Nov. 30, 1951 
Portion of income under $25,000....... 26.2466% 27.5069% 28.3425% 
Portion of income over $25,000 but under 
excess profits credit.........cecccces 48.2466% 49.5069% 50.3425% 
Portion of income over $25,000 and over 
excess profits credit .........0eeeeeee 78.2466% 79.5069% 80.3425% 
Maximum aggregate tax *.............. 63.9945% 66.0109% 67.3481% 
Maximum aggregate tax on long-term 
EE ETT ove ca wne niece sauce tbe 25% 25% 25% 
Per cent to be applied in determining 
base period income credit ***.......... 85% 84.4959% 83.8383% 


* Will be slightly less by reason of $25,000 exemption from surtax. 

** Alternative tax on capital gain is not included in the proration process. The increased rate of 
26% a _ only to taxable years beginning after October 20, 1951. 

*** The cleavage date is July 1, 1951 for apportioning the new percentages to be applied to base 
— net income in determining excess profits credits based on income. These percentages on the 
asis of proration to number of days before and after July 1 are shown in the last line ae 


ive. 
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(2) It (the transferee corporation) was either created for the purpose 
of acquiring such property, or it was not actively engaged in business at 
the time of the acquisition. 

(3) After such transfer it is under the “control” (80% stock owner- 
ship) of the transferor corporation or of the stockholders of the trans- 
feror, or both. 

However, even if these conditions exist, the exemption and the mini- 
mum credit will not be denied to the transferee corporation if it shows by 
a clear preponderance of evidence that securing the surtax exemption or 
minimum credit was not a major purpose in making the transfer. 

This section applies only to the transfers by corporations to corpora- 
tions. It has no application to transfers by individuals or partnerships to 
one or more new corporations. 


G. ELIMINATION OF CAPITAL GAINS FROM PENALTIES OF Section 102 


Under prior law the alternative tax of 25% on long-term capital gains 
was in lieu of the normal tax, surtax, and personal holding company 
surtax on such net long-term capital gains. However, this was not the 
case with respect to section 102. 

Section 315 of the 1951 Act amends section 102 of the Code (the 
penalty tax on improperly accumulating surplus) to allow a deduction 
from the income, which is subject to the penalty surtax, of the excess of 
net long-term capital gain over short-term capital loss, reduced by the 
federal tax which was imposed on such long-term capital gain. In other 
words, net long-term capital gain after reduction for federal taxes properly 
attributable thereto will not be subject to the penalty surtax under sec- 
tion 102. The reduction for federal taxes prevents a double deduction 
since such taxes are deductible under another subsection. 


H. Divipenps RECEIVED CREDIT 


1. Public Utility Cumulative Preferred Dividends. Prior to the 
1950 Revenue Act, in the computation of the normal tax a credit was 
allowed to a corporation equal to 85% of dividends received on cumu- 
lative preferred stock of public utilities, but no such credit was allowed 
in the computation of the surtax. In the Revenue Act of 1950 the tax 
computation was consolidated and a flat percentage was adopted to be ap- 
plied to such dividends. This percentage was arrived at by taking into 
account the allowance of the credit for normal tax purposes but not for 
surtax purposes. Under the 1951 Act these percentages will be 61% for 
the calendar year 1951, 62% for taxable years beginning after March 31, 
1951 and before April 1, 1954, and 59% for taxable years beginning after 
March 31, 1954. 











310 TAX LAW REVIEW [Vol. 7: 


2. Dividends Received Credit for Dividends Received From Foreign 
Corporations. A corporation is permitted to take as a credit against its 
income 85% of dividends received from domestic corporations. Under 
1952 tax rates this credit results in an effective tax rate on such dividends 
of 7.8%. 

Under the 1951 Act a domestic corporation will, under certain circum- 
stances, be entitled to a dividends received credit for dividends received 
from foreign corporations to the extent that such foreign corporations 
have derived gross income from sources within the United States. In order 
to obtain such credit under the new law, the foreign corporation from 
which the dividend is received must satisfy the following requirements: 

(a) It must be subject to United States income taxes. (Apparently 
it need not actually have paid a tax—such as where losses and deductions 
offset gross income. ) 

(b) For a continuous period of not less than thirty-six months 
ending with the close of the taxable year of the foreign corporation in 
which the particular dividend was paid, the foreign corporation must 
have: (1) been engaged in a trade or business within the United States, 
and (2) derived 50% or more of its gross income from United States 
sources. 

Apparently the 50% gross income requirement is computed on the basis 
of the gross income for the entire continuous period irrespective of its 
length. The gross income requirement need not be satisfied in each month 
in the period. If the thirty-six months’ period ending with the close of the 
taxable year of the foreign corporation does not meet the 50% require- 
ment, the month or any number of months immediately preceding the 
thirty-six months’ period may be brought into the computation, until it is 
ascertained that at some point of time a percentage of more than 50% will 
be produced for the entire consecutive period. 

This may be illustrated by the following example. Assume that cor- 
poration F is on a calendar year basis and paid a dividend of $400,000 
during the year 1951. A United States corporation, U, has received 
$40,000 out of this total dividend. In order to ascertain whether F 
qualifies, U must first procure from F an analysis of F’s gross income 
for the thirty-six months’ period ending December 31, 1951. Assume 
such figures show a total three-year gross income of $10,000,000 of which 
$4,800,000 was from United States sources. This is only 48% and would 
not qualify. In December, 1948 F corporation had a total gross income 
of $400,000 of which $300,000 was from United States sources. For the 
thirty-seven months’ period ending with December 31, 1951, the total 
gross income would be $10,400,000 of which $5,100,000 constitutes 
United States gross income. This is only 49.04% and F corporation would 
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still not qualify. In November, 1948 its total gross income was $500,000 
of which $400,000 was from United States sources. The total gross in- 
come for the thirty-eight months’ period would then become $10,900,000, 
of which $5,500,000 or 50.45% was from United States sources. This 
qualifies the corporation and the consecutive period would be such thirty- 
eight months.°® 

The allowance of a credit for dividends received from a foreign cor- 
poration without amending other sections of the Code might have resulted 
in duplicate relief. A credit is allowed for foreign taxes which cannot 
exceed the proportionate part of United States tax obtained by multiplying 


6In the example assume the following additional facts: 


Dace CRMnen Gt FF Ot THOl. .3bas css nec csacceheus cioatedtaaenas $ 100,000 
Net earnings of F for period November, 1948-December, 1950... 250,000 
Accumulated earnings for period prior to November 1, 1948..... 500,000 
"EOHAE CMOMUOR AIM CANINES soc d's Sac o0s.c055.5550s040 55 cg bosencs $ 850,000 
VOGAL MEGRE SNCGKOR TOE TOON sé cinsois'sis's od seh 500sb00'0 Bacason eens $4,000,000 
United States gross income for 1951... 6...6...0.0060860556 0 Toca oee $2,100,000 
Donel Gagan 2610. by FF ter SI ss oic0.c:s5.0scsivnaeestiedge ns cbion $ 400,000 
Dividend received by U COrporati0t... ..cccccsccccsvcceccscces $ 40,000 


The dividend received by U corporation in 1951 would be apportioned among the earn- 
ings and profits of the various periods as follows: 





Out of earnings for 1951—$100,000/$400,000...................... 25% 
Out of earnings for period November, 1948 through December, 
T9SO—SZ50, COO RAO 00 sve :acsis o:aja.s Rianne negisiebnsis'ses\ais/ejaie-aiseie-e 62.5% 
Out of earnings prior to November, 1948—$50,000/$400,000....... 12.5% 
Etat SAO ERO OD i siissisisinjsisiais.sissiapssiopslendacwamsecmivaciags 100% 


The dividends received credit of U corporation for the year 1951 would be computed 
as follows: 


Gross Income Per cent of 
Total Gross from United United States 
Income States Sources to Total 
1. 38 months’ total, Nov. 1948-Dec. 1951... $10,900,000 $5,500,000 50.45% 
2, glass” FOAL IGG 66.6 ois cca ciialdesactndtle 4,000,000 2,100,000 * 52.5% 





3. Balance—period, Nov. 1948-Dec. 1950... $ 6,900,000 $3,400,000 49.28% 





PUM WEROUE, ood vlc o:s0cn Goda sa. 0s cba aces skeen eea wana eees $40,000 
(2). Portion: out of 1951 earniiigs,: 25%... ici sh65 6006s das cscs 10,000 
Sy ME os ocisin vistas, opt deanbesmnemnaeedeiens ae napauan ea 8,500 
Credit allowable—gross income ratio 1951, 52.5%............006: $ 4,462.50 
(2) Portion out of earnings, Nov. 1948-Dec. 1950—62.5%....... $25,000 
NP OE 52g oS Side. 5 bikie eA Wh. eld sie eels sa cee Semana eed paleemaies 21,250 
Credit allowable—gross income ratio Nov. 1, 1948-Dec. 31, 1950— 
NB, od 6.5 hic Sdien sé inc: s:0.5.0 96 Wah OSs OC AREN NER RSs 50% $10,472.00 
(3) Portion out of earnings prior to Nov. 1948—12.5%........... $ 5,000 
Sy UIE uo. 5.64.6 00.00:0,0.60.8 60405006 tha ee ees eueaesiesemeaes —0— 


RE GRRE INNIS. o. 6a o.c-0. 6:00e00'be4ede des eueenespenseeeasaws $14,934.50 
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such tax by the ratio of net income from the foreign source to total net in- 
come from all sources. This is done on a separate-country basis and on 
an over-all basis. The maximum amount allowable is obviously made 
larger by treating any item of net income as being from a foreign source 
rather than from the United States. Section 119(a)(2)(B) of the Code 
provided that all dividends from a foreign corporation, regardless of 
source of income, shall be treated as income from the foreign source for 
the purposes of foreign tax credits. If this provision had not been 
amended, the taxpayer who received a dividend from a foreign corporation 
which has United States gross income would have received a tax benefit 
through the dividends received credit. At the same time, such taxpayer 
would receive the full amount of the foreign tax as a credit, since the divi- 
dend would be treated in its entirety as a dividend from the foreign source. 
Therefore, section 119(a)(2)(B) has been amended to provide that the 
portion of the dividend from the foreign source will be that portion in ex- 
cess of 100/85ths of the dividends received credit allowed. 

Thus, in the above example U corporation would treat $17,570 of the 
$40,000 dividend as being from United States sources and $22,430 as 
being from foreign sources, in accordance with the following computation : 


EN ie cars Grin ors. eae ody wow Gare ema eae ease $40,000 
Less, 100/85 x dividends received credit of $14,934.507. 17,570 
Treated as income from foreign sources..............065 $22,430 


This has the effect of denying to U the foreign tax attributable to $17,570 
of the dividend. The balance of the benefit will come via the dividends 
received credit. These provisions are applicable for all years beginning 
after December 31, 1950. 


I. CREDIT FOR FoREIGN TAXES Paip By FOREIGN SUBSIDIARIES 


Subject to limitation, a United States corporation is entitled to a credit 
directly against its United States tax for income taxes paid to foreign 
countries. Prior to the 1951 Act, where a United States corporation 
owned a majority of the voting stock of a foreign corporation, it was per- 
mitted to include as part of its credit the portion of the foreign tax paid 
by the foreign corporation which was attributable to the earnings out of 
which the dividend was paid. There is included in the foreign tax of a 
“first foreign subsidiary” the foreign tax of a “second foreign subsidiary” 
(the “sub” of the “sub”) where the first foreign subsidiary owns all of 
the voting stock of the second foreign subsidiary. 


7 This figure represents the total allowable dividends received credit. See computa- 
tion note 6 supra. 
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The 1951 Act broadens the application of these two principles. A 
domestic corporation will be deemed to have paid the tax of a first foreign 
subsidiary where the domestic corporation owns at least 10% of the voting 
stock of the first foreign subsidiary. The first foreign subsidiary will be 
deemed to have paid the foreign tax of the second foreign subsidiary where 
the first foreign subsidiary owns at least 50% or more of the stock of the 
second foreign subsidiary. Thus, the minimum amount of such second 
foreign subsidiary’s foreign tax which can be taken into account by the 
United States parent is 5% (10% of 50%). 

Under the previous rule, the stock majority requirement in the case 
of the first foreign subsidiary prevented any benefit from the foreign tax 
where two or more United States corporations entered into a foreign 
venture on equal terms through the equal ownership of a foreign corpora- 
tion. Under the 1951 Act it is possible to have as many as ten United 
States corporations sharing equally the stock of a foreign corporation 
created to carry on such a venture. 


J. INcoME FROM DISCHARGE OF INDEBTEDNESS 


A corporation may have income from the release or discharge of its 
indebtedness. This may result from complete forgiveness or by partial 
discharge, such as by purchasing bonds for less than the amount received 
upon issuance thereof. Under section 22(b) (9) of the Code such income 
may be excluded from the corporation’s gross income if it files at the time 
of making its return an election to reduce the tax cost or “basis” of its as- 
sets by the amount of such reduction of indebtedness, as prescribed by the 
regulations. Such section was inapplicable for any taxable year beginning 
after December 31, 1951. Under the 1951 Act the time limitation has 
been removed. It is also provided that the taxpayer may avail itself at 
any time of the election, thereby making it unnecessary to file an election 
with the return. 


K. CoNSOLIDATED RETURNS—DOMESTIC CORPORATIONS EXEMPT FROM 
Excess Prorits TAx 


Under section 454(f) of the Code a domestic corporation, more than 
95% of whose income was derived from sources outside of the United 
States for a three-year period and more than 50% of whose income was 
derived from the active conduct of a trade or business, is not subject to 
excess profits tax. However, under section 141(e)(7), relating to con- 
solidated returns, such a corporation may be included in a consolidated 
return (filed for income and excess profits tax purposes) if it has filed a 
consent for the taxable year or any prior taxable year ending after June 30, 








314 TAX LAW REVIEW [Vol. 7: 


1950. It is thereby treated as a member of the consolidated group. An 
election once made is binding for future taxable years. In view of the 
shortness of time between the 1950 Excess Profits Tax Act and the filing 
of the 1950 returns, some elections were hastily made. The new amend- 
ments have extended to such corporations a right to withdraw a consent 
which had been filed previously for the first taxable year ending after 
June 30, 1950. The withdrawal was required to be filed within ninety 
days after the date of enactment of the 1951 Act. 


L. RECOVERIES ON WAR LOSSES 


Under certain conditions the cost or other basis of property destroyed 
or seized after December 7, 1941 in the course of military or naval opera- 
tions of the United States or any other country was deductible. In many 
cases recoveries have been made of the property or of damages on losses 
which were previously deducted. The Internal Revenue Code contains a 
provision for including such recoveries in income. This section operated 
on an aggregate basis rather than a specific loss or recovery basis. The 
market value of the recovery on any particular piece of property, after 
adding all previous recoveries on any property, was matched up with the 
aggregate of all deductions previously taken for war losses. To the extent 
that the aggregate of such recoveries did not exceed the aggregate of all 
deductions previously taken which did not result in a reduction of any tax, 
there was no income to be included from the recovery. If the aggregate 
of such recoveries exceeded the aggregate of deductions which did not 
effect a tax benefit, then the excess was included as ordinary income up to 
an amount equal to the aggregate deductions which had effected a tax 
benefit. To the extent that the aggregate of such recoveries exceeded the 
aggregate of all deductions, whether or not they effected a tax benefit, 
then such excess (over-all deductions) was treated as income from the 
involuntary conversion of property. These provisions resulted in the 
following inequities : 

(a) The particular property recovered may never have been taken as a 
deduction, but its fair market value at time of recovery would be included 
in income if the aggregate deductions for other seized properties had 
operated to decrease any tax. 

(b) The amounts were included as a current recovery if the previous 
deductions operated in any manner to reduce tax, irrespective of the 
amount. The reduction in actual tax may have been very small. Never- 
theless, such reduction would require the inclusion in the gross income of 
the current year subject to high current tax rates. A corporation may have 
saved income taxes in 1942 only to the extent of 6% in view of the appli- 
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cation of the limitation on the dividends received credit. Before the 
amendments this would be enough to justify inclusion of the recovery in 
current income, which could result in an 82% tax. Claiming the deduc- 
tion in 1942 would consequently have cost the corporation 76%. 

(c) If the fair market value of the property had risen above the 
adjusted basis of the property which was deducted, the excess would be 
included in current income, and the taxpayer might be penalized even if it 
recovered the same property. 

To remedy these inequities, the 1951 Act affords a new election for 
the treatment of war loss recoveries. If the new provisions are not elected, 
the above described rules will remain applicable. The effect of the new 
elective provisions is to treat the recoveries on a specific property basis 
and to provide an offsetting tax detriment in the current year equal to 
the amount of tax saving which was effected by the deduction in the 
earlier year. The tax benefit is computed in tax dollars instead of income 
dollars. 

Under the section, where the same property is recovered, the taxpayer 
has an “election within an election” to treat the recovery at either its 
present fair market value or its adjusted basis at the time of the loss. The 
deduction or the deductions claimed in prior years for this particular piece 
of property will be reduced by either the adjusted basis of the property or 
its present fair market value, as the taxpayer may elect. The tax of the 
earlier year or years will be recomputed by reason of the decrease in the 
deduction taken in such earlier year or years. The amount of increase in 
tax for such earlier years, which results from so eliminating or decreasing 
the war loss deduction, will be added as part of the tax of the current year 
of recovery. The amount of increased tax resulting from this process can- 
not be offset by the foreign tax credit. 

Any real gain—any excess of the amount of the present recovery over 
the allowable deductions in the prior taxable year or years—will be treated 
as gain on the involuntary conversion of property. However, where the 
same property is recovered without the payment of damages in cash or 
other property, no such gain can result, because an election is now available 
to treat the present fair market value of the recovered property as being 
equal to the adjusted basis of such property at the time of the loss. The 
result in such case is eminently fair—the exact number of tax dollars 
saved by the taxpayer by the deduction in the prior year is added to the 
tax of the current year. 

The operation of the section may be illustrated by a simple example. 
Property with a basis of $100 was seized by the enemy in 1942. A deduc- 
tion was claimed which benefited the taxpayer only to the extent of $6 in 
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tax by virtue of the limitation on the dividends received credit. The same 
property is recovered in 1951 and it is now worth $150. If the corporation 
had other deductions of at least $50 for other properties, which had 
reduced net taxable income, the taxpayer, under the old provisions, must 
include $150 in income, which at an 82% rate would cost it $123, leaving 
it out of pocket $117. If it had no other deductions for such property, 
it would include $100 as ordinary income and $50 as gain from involun- 
tary conversion, which latter amount would be deferred. Its tax would 
be $83. As a result of having taken this deduction, the taxpayer would 
have had a $76 over-all loss. 

Under the 1951 law the taxpayer may elect to have the property treated 
as being worth $100 today (the basis at the time of loss). Since this does 
not exceed the deduction claimed, nothing would be included in current 
income. The prior tax benefit of $6 is added to its income tax for the 
current year. If, in addition to recovering the particular property, the 
taxpayer also recovers specific dollar amounts or some other property, 
then this amount would be treated as gain resulting from involuntary 
conversion and might possibly be deferred. 

On the other hand, if the property had depreciated to $50, then under 
the new section the taxpayer would not have to elect to treat the property 
as being worth its adjusted basis at the time of loss. In that event the 1942 
deduction would be decreased by $50, the present fair market value. There 
would be nothing to be included in current income, and under the election 
there would be added to current tax only $3, representing the tax benefit 
in 1942 from a reduction of the 1942 deduction by $50. In such case the 
basis would be reduced from $100 to $50. 

If the taxpayer has taken only one war loss, it is most probable that 
it would always be advantageous to make the election under this new 
section. However, by virtue of treating the recovery on a specific-property 
basis and on the basis of the precise tax benefit from the deduction of this 
specific property, there might be added to the current year’s tax a tax 
benefit from having deducted this specific property in a prior year, whereas 
on an aggregate basis the recovery would first be applied against aggregate 
deductions of this and other property which had effected no reduction of 
any tax. Therefore, where there is more than one loss, there may be an 
advantage in following the old rule. The election, once made, to use the 
new provisions will apply to all war loss recoveries. Such election, in 
general, must be made before December 31, 1952, unless the taxpayer 
recovers money or property during a taxable year ending after October 
20, 1951. 
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M. DIstTRIBUTION OF STOCK OF A PARTY TO A REORGANIZATION—SPIN- 
OFFS 


For many years stock distributed in a so-called “spin-off” * was treated 
as a dividend to the extent of earnings and profits. Where no earnings 
or profits existed there would be a taxable gain to the extent that the fair 
market value of such stock exceeded the taxpayer’s basis for the stock on 
which such distribution was made. If corporation A transfers part of its 
property to a newly created corporation, B, for all of B’s stock, the ex- 
change is non-taxable. However, if corporation A distributes corporation 
B’s stock to its shareholders, the stockholders of A under prior law would 
be taxed on a dividend to the extent of the fair market value of the stock 
of corporation B.° The 1951 Act provides that no gain shall be recognized 
to the distributee of stock (other than preferred stock) in such a situation, 
unless it appears that a corporation which was a party to the reorganiza- 
tion was not intended to continue the active conduct of a trade or business, 
or unless the corporation whose stock was distributed was used principally 
as a device for the distribution of earnings and profits to the shareholders 
of any party to the reorganization. 


N. Net OPERATING Loss DEDUCTIONS 


The 1951 Act liberalizes the net operating loss deduction in providing 
a three-year carry-over for losses from taxable years beginning after 
December 31, 1947 and before January 1, 1950 (including the calendar 
years 1948 and 1949). The rules may be summarized as follows: 


1. Net operating losses in years beginning prior to January 1, 1948 
may be carried back two years and, to the extent not absorbed, may be 
carried forward two years. 

2. Net operating losses beginning after January 1, 1948 and before 
January 1, 1950 (calendar years 1948 and 1949) may be carried back 
two years and, to the extent not absorbed, may be carried forward three 
years. 

3. Net operating losses in year beginning after January 1, 1950 may 
be carried back one year and, to the extent not absorbed, may be carried 
forward for five years. 


8A “spin-off” is a transaction in which corporation A transfers a part of its assets 
to corporation B for stock which is distributed to the stockholders of corporation A, 
who continue to own their stock in that company. This type of transaction is one of 
several forms which may be adopted to split-up an existing corporation into two or 
more parts. Prior to the Revenue Act of 1934 this type of transaction was non-taxable. 
See Revenue Act of 1932, Sec. 112(g). The new amendment is a reversion to the old 
rule with certain safeguards to prevent tax avoidance. 

® Assuming that such distribution otherwise came within the definition of a “dividend” 
set forth in §115(a) of the Code. 
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Any loss which is carried forward must first be reduced by the net income 
of the preceding appropriate year or two years, and the net income of such 
appropriate preceding year or two years may be reduced by another net 
operating loss of a preceding year, which may be carried forward to 
such year. 

Under the new law the number of years that may be involved in the 
computation of a single year’s tax varies from eight to thirteen years.” 

If there is a net loss in 1951, a change in an item of deduction or a 
decrease in an item of gross income will affect the net income of 1956, 
which in turn will be used to reduce the amount of the net operating loss 
in 1957, which can be carried forward to the year 1962. It is entirely 
possible, therefore, that an item in the 1951 return will affect tax compu- 
tation for the year 1962. 

The above principles apply to individuals as well as corporations. 

The Act contains special treatment for corporations beginning business 
after December 31, 1945. The net operating loss of such a corporation 
for any taxable year beginning after December 31, 1946 and before 
January 1, 1948 (including the calendar year 1947) may be carried 
forward for three succeeding years. The net operating loss of other cor- 
porations for such period is limited to a two-year carry-over. 


10 Net OperAtING Loss DepucTION—YEARS INVOLVED IN CompuTING NET 
OperATING Loss DEpucTIONS OF FOLLOWING TAXABLE YEARS * 


(4) 
Earliest 
Earliest Year’s (5) 
(1) (2) Year’s Loss Income Earliest 
Taxable Latest Year which can which is Year’ Loss 
Year for which whose loss be carried applied in carried 
net operating can be car- forward to _ reduction forward to (6) (7) 
loss deduction ried backto the taxable of the the income Span of Number 
is being taxable year year in loss in shown in Years In- of Years 
computed incolumn (1) column (1) column (3) column (4) volved Involved 
1946 1948 1944 1942 1940 1940-1948 9 
1947 1949 1945 1943 1941 1941-1949 9 
1948 1949 1946 1944 1942 1942-1949 8 
1949 1950 1947 1945 1943 1943-1950 8 
1950* 1951 1948 1946 1944 1944-1951 8 
1951 1952 1948 1946 1944 1944-1952 9 
1952 1953 1949 1947 1945 1945-1953 9 
1953 1954 1950 1949 1947 1947-1954 8 
1954 1955 1950 1949 1947 1947-1955 9 
1955 1956 1950 1949 1947 1947-1956 10 
1956* 1957 1951 1950 1948 1948-1957 10 
1957 1958 1952 1951 1948 1948-1958 11 
1958 1959 1953 1952 1949 1949-1959 11 
1959 1960 1954 1953 1950 1950-1960 11 
1960 1961 1955 1954 1950 1950-1961 12 
1961 1962 1956 1955 1950 1950-1962 13 
1962 1963 1957 1956 1951 1951-1963 13 


wi the corporation did not commence business between January 1, 1946 and December 31, 
47. 
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O. Liro INVENTORY—INVOLUNTARY LIQUIDATION AND REPLACEMENT 


Under the Code taxpayers using the Lifo inventory method have until 
the end of 1952 in which to make replacements of inventories involuntarily 
depleted during World War II. They have until the end of 1955 to make 
replacements of inventories involuntarily depleted during the present 
emergency. However, as the statute provided prior to enactment of the 
1951 Act, inventory replacements are required to be attributed to the most 
recent liquidations not already replaced, so that a replacement before the end 
of 1952 must be treated as a replacement of inventory liquidated during the 
present emergency before any inventory increases may be treated as 
replacements of inventory liquidated during World War II. 

The new provisions state that replacements of “goods of the same class” 
made prior to 1953 are first to be deemed to be replacements of liquida- 
tions during the World War II period rather than replacements of liquida- 
tions during the present emergency. 

This provision is effective with respect to taxable years ending after 


June 30, 1950. 


P. “FEEDER” CORPORATIONS OF CERTAIN TAX-EXEMPT ORGANIZATIONS 


The Revenue Act of 1950 included a number of loophole-closing pro- 
visions in connection with the unrelated business activities of exempt 
organizations. Among these provisions was one which eliminated the 
exemption of “feeder” corporations which conducted business activities 
for the exclusive benefit of charitable organizations. The Revenue Act 
of 1950 provided that no tax would be assessed for years prior to 1947 
unless a deficiency had already been asserted or taxes had already been 
assessed or paid. The Revenue Act of 1951 amends this to provide ex- 
emption for years prior to 1951 for “feeder” corporations whose profits 
enure to the benefit of a regularly established school, college, university, 
hospital, or rehabilitation institution. “Feeder corporations” for other 
types of charitable organizations are unaffected. 


Q. MisceELLangeous Excess Prorits TAX PROVISIONS 


The 1951 Act contained a large number of amendments relating to the 
substantive provisions of the Excess Profits Tax law. It contained at least 
twelve amendments in connection with the so-called relief provisions. 
Many of these amendments were provisions designed to qualify or coor- 
dinate such sections. It also added Part IV to the Excess Profits Tax Act. 
Part IV relates to the computation of the excess profits tax credit based 
upon income. Under Part II a successor corporation involved in a non- 
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taxable reorganization might inherit all or part of the base period experi- 
ence of a predecessor corporation. Part IV contains somewhat similar 
relief provisions where the transaction is more in the nature of a purchase 
and does not constitute a non-taxable exchange or reorganization which 
would fall within the provisions of Part IJ. Both Part II and the new 
provisions contained in Part IV also provide rules for the computation of 
the credit where a corporation has acquired the properties of a partnership 
or of a sole proprietorship. In such cases the base period experience of the 
partnership or the sole proprietorship is recomputed and determined as if 
such partnership or sole proprietorship had been a corporation during the 
base period years. 

There are set forth below other miscellaneous provisions which relate 
only to excess profits tax computations. 

1. Management and Technical Service Fees. There will be excluded 
from the excess profits net income of both the current year and the base 
period years certain management and technical service fees received by a 
domestic corporation. All of the following conditions must exist in order 
to authorize the exclusion of such fees from excess profits net income: 

(a) The taxpayer must be a domestic corporation receiving such 
fees from a foreign corporation in which it owns 10% or more of the 
outstanding stock at the time the domestic corporation renders such 
service. 

(b) The services must consist of technical assistance, engineering 
services, scientific assistance, or similar services. The latter phrase may 
apparently include the furnishing of information. 

(c) Such services or assistance must be related to the production or 
improvement of products of the type manufactured by the domestic cor- 
poration. If the products manufactured abroad are dissimilar from those 
manufactured by the domestic corporation, the section will not apply. 

(d) The remuneration for the services must constitute income de- 
rived from sources without the United States as defined in section 119. 
Thus, if the services consist entirely of technical advice of engineers who 
performed their services within the United States, the section would 
apparently not apply. Deductions allocable to the remuneration are dis- 
allowed. 

2. Three Months’ Extension of Base Period for Certain Fiscal Year 
Corporations. A corporation with a fiscal year ending on or before March 
31, 1950 computes its base period income credit on the basis of the thirty- 
six months ending with its fiscal year which ends on or before March 31, 
1950. On the other hand, under the 1950 Act a corporation whose fiscal 
year ends after March 31, 1950 must construct its base period income 
credit by using the forty-eight months in the calendar years 1946 through 
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1949, The calendar years are constructed on a pro rata basis by assigning 
to each month one-twelfth of the net income of the fiscal year in which 
such month falls. 

Under the 1951 Act a corporation whose fiscal year begins prior to 
March 31, 1950 and ends thereafter can continue to use the forty-eight 
calendar months in the calendar years 1946 through 1949. However, it 
may, at its election, use the forty-eight calendar months ending on March 
31, 1950. In constructing the income for the months January, February, 
and March, 1950, the corporation may take into account only the follow- 
ing percentages of its net income, depending on when its fiscal year ends: 


Fiscal year ending before July 1, 1950............... 100% 
Fiscal year ending after June 30, 1950 and before 
CRee 5, TGs «20 rin sks vitigde timed te eee 90% 
Fiscal year ending after September 30, 1950 and before 
WRT By FOE oo 0 00a n bh snecadvakereeereansseesee 80%. 


As an example, corporation A’s net income for its fiscal year ended 
November 30, 1950 was $60. It would first apply the 80% factor, leaving 
$48, and would attribute to each of the three months, January, February, 
and March, 1950, one-twelfth thereof, or $4 per month, or a total of $12. 
The month of December, 1949 is not weighted and will remain at one- 
twelfth of the fiscal year ended November 30, 1950, or $5 in the example. 

The new provision has a two-fold effect. It may permit the substitution 
of a prorated part of a relatively high fiscal year ending after March 31, 
1950 (on a weighted basis). It may also permit dropping the first three 
months of some other year which was constructed on a very low basis. 

Assume that Corporation A’s net income for its appropriate fiscal years 
was as follows: 


November 30, 1946.............. 24 
November 30, 1947.............. 36 
November 30, 1948.............. 48 
November 30, 1949.............. 48 
November 30, 1950.............. 60 


The three months weighted from the fiscal year 1950 would produce the 
same results as three unweighted months from the year 1949. [1/12*3x 
(80% X60) =12, which is the same as 1/12 X3X48.] However, there is 
still an advantage from the section. Under the old method, after con- 
structing the months falling in the calendar years in the example, there 
would have been eliminated the twelve lowest months—those in the calen- 
dar year 1946. The computation would have been based upon the thirty- 
six calendar months falling in the calendar years 1947, 1948, and 1949, 
inclusive. Under the old method the months, January, February, and 
March, 1947, are constructed on the basis of $3 per month (1/1236). 
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Under the new election these three months would be dropped, and there 
would be substituted therefor the weighted average for January, February, 
and March, 1950, or $12. This is substituted for a three months’ total 
of $9, and the monthly average is, therefore, increased to the extent of $3 
divided by thirty-six. Thus, a comparison merely of 1949 and 1950 fiscal 
years will not in itself determine whether the section will be a benefit, since 
the weighted average for the three new months (January, February, and 
March, 1950) must be compared with the total of the three months which 
would be dropped under the election. 

3. Net Capital Addition for Decrease in Inadmissible Assets.1* A tax- 
payer using the income credit method is allowed as a separate element of 
its credit 12% of its net capital addition. The net capital addition is offset 
or reduced by the excess of the average inadmissible assets for the year 
over such inadmissible assets at the beginning of the first excess profits 
taxable year. A net capital reduction is decreased by the amount of de- 
crease in the inadmissible assets for such period. However, a decrease in 
inadmissible assets did not operate either to increase a regular net capital 
addition or to constitute a net capital addition in and of itself. 

Under the 1951 Act a decrease in inadmissible assets may operate as a 
net capital addition under certain circumstances. If the average inadmissi- 
ble assets for the taxable year are less than the inadmissible assets at the 
beginning of the first excess profits taxable year (after making specified 
adjustments to account for the difference between 100% and 75% of such 
assets in case of borrowed capital), such a decrease will constitute a net 
capital addition to the extent that there is an increase during the year in 
“operating assets” over the net capital addition for the year otherwise 
computed. In other words, if the decrease in inadmissibles has gone into 
operating assets, then to the extent that the operating assets have increased 
over and above the regular net capital addition, a further net capital addi- 
tion will be allowed. 

An increase in operating assets for the year is determined by comparing 
the average of the operating assets for the entire year with the operating 
assets at the beginning of the first excess profits taxable year. An operat- 
ing asset includes the following: (a) any asset used in the trade or 
business of a character which is subject to the allowance for depreciation; 
(b) real estate used in the trade or business; (c) certain types of timber; 
(d) land with unharvested crops; (e) certain livestock; and (f) stock 


11JIn general, inadmissible assets consist of stock in corporations and tax exempt 
securities. For a complete definition see I.R.C. §440. The theory of the adjustments 
for inadmissibles is that since the income from such assets is not subject to excess profits 
taxes, the taxpayer should not be allowed to include property of this sort in invested 
capital or to get any similar benefit with respect to retained capital when the income 
credit method is used. 
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in trade or other property of a kind which would normally be included 
in inventory. 


II. Provisions RELATING TO EMPLOYER-EMPLOYEE RELATIONSHIP 


The new law contains a number of provisions which, while not ap- 
plicable in the computation of the tax of a corporation, are of general 
interest to corporate officials because they relate essentially to situations 
where an employer-employee relationship exists. Such provisions are 
directly material in the computation of the tax of the employees involved, 
and in some cases must be taken into consideration by the employer be- 
cause of withholding requirements. The amendments relating to income 
earned abroad are an example of provisions of this character. 


A. INCOME EARNED ABROAD 


“Earned income” of a citizen from sources without the United States 
is exempt where the citizen is a bona fide “resident” of a foreign country 
during the entire taxable year. Extensive litigation has taken place as to 
the legal meaning of the word “resident.” The requirement of foreign 
residence for the entire taxable year has worked a hardship in the year in 
which residence abroad has been established, because exemption applied 
only to the first full taxable year of residence abroad. To eliminate the 
hardships occasioned by these two factors, the new Act now provides that 
a citizen will be exempt on “earned income” from abroad under either of 
the following conditions: 

(1) On income received after January 1, 1951 which is attributable 
to any uninterrupted period of bona fide residence in a foreign country, 
provided such residence includes an entire taxable year. This will apply 
to the portion of the uninterrupted period which falls in the first taxable 
year, although the exemption cannot be established until the citizen has 
maintained bona fide residence in a foreign country for the entire next 
subsequent year. 

(2) In the case of earned income received after January 1, 1951 which 
is attributable to any period of eighteen consecutive months during which 
he was physically present in a foreign country for at least 510 full days. 
Actual legal “residence” in a foreign country is not required. This new 
alternative means that any citizen who is physically present in a foreign 
country for 94.44% of any consecutive eighteen months’ period will be 
exempt as to all income earned from foreign sources which is attributable 
to the entire eighteen months’ period, although it may have been paid to 
him after his return to the United States. 

With respect to the second alternative, the requisite presence in a foreign 








324 TAX LAW REVIEW [Vol. 7: 


country cannot be determined until the entire eighteen months’ period has 
elapsed. If it ultimately appears that the individual has been absent 
94.44% of any eighteen months’ period, then the income for the entire 
period will be exempt. Presumably, until such a period has elapsed, the 
individual would have to include such earned income in his returns. 

The law provides that if it is reasonably expected that the individual 
will qualify under either of the two alternatives, no withholding is re- 
quired. This does not relieve the individual from reporting the income 
in his return. If the individual qualifies at the end of some eighteen 
months’ period, then claims for refund should be filed based on the exemp- 
tion of the compensation attributable to each month in such period. Three 
taxable years may be involved in one eighteen months’ period. If an 
individual leaves the country on December 1, 1952 and is in France earn- 
ing a salary until June 1, 1954, the earned income for the entire period 
January 1, 1952 through June 1, 1954 will be exempt. Such exemption 
will not have been established under the law until about May 2, 1954. 
However, if the individual reasonably expected to be in France for more 
than 510 days of this period, his employer would be justified in not with- 
holding the tax. The individual will have included the amounts in his 
1952 and 1953 income tax returns. On June 1, 1954 the individual should, 
therefore, file claims for refunds for 1952 and 1953. Even though it can- 
not be determined until after the close of some future taxable year that 
such income is exempt, the statute of limitations for filing claims for the 
earlier years is not extended. Thé claims must be filed generally within 
three years from the filing date of the return. 


B. ContrAcTUAL EMPLOYEE DEATH BENEFITS 


Amounts up to $5,000 paid by an employer to all the beneficiaries of 
an employee by reason of the death of the employee will be exempt from 
income tax in the hands of the beneficiary if paid under contract. The 
requirements for satisfying a contract are not prescribed. If a corporate 
taxpayer has had an informal policy of making such payments, it would 
seem advisable to formalize the plan. 

The section allows a $5,000 exemption for amounts paid by each 
employer. Where the total of the amounts paid by one employer to several 
beneficiaries exceeds $5,000, no rules are set forth for the apportionment 
of the $5,000 exemption. Presumably the subject will be covered by 
regulation. The amendment applies to all payments in taxable years be- 
ginning after December 31, 1950. The amendment does not affect the 
question of the deductibility of such payments by the employer. 
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C. TERMINATION PAYMENTS MADE TO EMPLOYEES FOR RELEASE OF 
RIGHTS TO SHARE IN THE EMPLOYER’S FUTURE PROFITS OR RECEIPTS 


Where upon retirement a former employee has a right to share in the 
employer’s profits or receipts and the amounts, if paid annually, would 
constitute ordinary income, then, if certain circumstances are present, the 
amount received by the former employee for the relinquishment of his 
right to share in future profits or receipts may now be treated as a long- 
term capital gain. The circumstances which must be present are as follows: 

(1) He must have been employed by the employer for more than twenty 
years. 

(2) He must have the right to receive a percentage of future profits 
or receipts either for his own life or for a period of five years or more 
after the termination of his employment. (It is not necessary that the 
contract specify that the payments will be for life or for more than five 
years, according to a statement made on the floor of the Senate by Senator 
George. ) 

(3) He must have held for at least twelve years during his employ- 
ment the right described above to share in future profits or receipts upon 
retirement. 

(4) The amount received by the employee for relinquishment of these 
rights must be received within one taxable year and after termination of 
employment. 

In certain cases amounts received by retiring employees within one 
taxable year under a qualified or employee’s trust are treated as a long- 
term capital gain. The new provision gives similar treatment to certain 
restricted and defined plans where the employee has the right to retire- 
ment payments in the form of percentages of his employer’s profits or 
receipts. 


D. DistRIBUTION OF EMPLOYER’S SECURITIES FROM TAX EXEMPT 
TRUSTS 


If the total distributions payable to the beneficiary of an exempt or 
qualified employee’s trust are paid within one taxable year, such amounts 
are treated as long-term capital gains. Where the trust has invested in 
the stock of the employer, such stock must be included in the long-term 
capital gain, and must be valued, under prior law, at its market value 
when distributed. Under the 1951 Act such stock may be included in 
capital gain at its value when acquired by the employee’s trust, and the 
appreciation therein as of the time of the distribution to the employee will 
accordingly be deferred until such time as the employee disposes of the 
stock. If the employee holds the stock until he dies, such appreciation 
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will never have been subject to income tax since at that time his estate will 
acquire a new basis for the stock. 


E. Restrictep Stock OptTions—CrRUCIAL TIME FOR DETERMINING 
PERCENTAGE OF VALUE OF STOCK 


Employees do not derive income from exercising so-called “restricted 
stock options.’’ Under certain circumstances the gain on ultimate disposi- 
tion will be capital gain. One of the requirements is that the option price 
at the time of granting the option must be 85% or more of the fair market 
value of the stock. Where the option must be approved by the stock- 
holders, the 85% rule may have been complied with as of the time of the 
directors’ approval but the option price may be less than 85% at the time 
of stockholder approval. The new Act provides that in such cases the date 
of action of the board of directors will govern with respect to the 85% 
rule. 


F. Pensions oF Lire INSURANCE AGENTS 


Full-time life insurance agents are frequently included in pension and 
retirement plans which are qualified under section 165. However, since 
they are not technically “employees,” the contention has been made that 
they are taxable in the year of retirement on the full value of the rights 
to future pension payments. Other employees would be taxed on the 
amounts only as received and would gain the benefit of distributing the 
income over several taxable years. Under the new bill a life insurance 
agent may be considered as an employee for the purpose of pension trusts 
and plans. This amendment applies to current services after January 1, 
1951 and to services prior to January 1, 1951 if the agent would be con- 
sidered an employee if his services had been performed during 1951. 


III. Provistons INVOLVING TRANSACTIONS BY A CORPORATION WITH ITs 
STOCKHOLDERS 


The new Act contains several important provisions prescribing special 
rules to apply: where a stockholder sells property to a controlled corpora- 
tion; where stock is redeemed to obtain funds for the payment of death 
taxes; where the transaction involves disposition of the stock of a col- 
lapsible corporation; and where individual shareholders liquidate a cor- 
poration. 


A. SALES OF DEPRECIABLE PROPERTY BETWEEN INDIVIDUALS AND CON- 
TROLLED CORPORATIONS AND BETWEEN HUSBANDS AND WIVES 


In the case of depreciable property which can be utilized in a trade or 
a business (including rental residential property), it was formerly pos- 
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sible for an individual to sell to his wife or to a controlled corporation at 
a substantial gain, which would be taxed at a maximum of 25%. The 
spouse or the controlled corporation would thereafter receive higher 
deductions in the form of depreciation or might realize a loss on the sub- 
sequent sale or exchange, which would be deductible in full as an ordinary 
loss. In order to prevent this, section 328 of the 1951 Act provides that 
a sale between spouses or between an individual and a corporation, more 
than 80% of whose stock is owned by the individual or designated mem- 
bers of his family, will produce ordinary, not capital, gain. A loss, how- 
ever, from such a sale or exchange will generally continue to be disallowed 
under section 24(b)(1) of the Internal Revenue Code. 

Section 24(b)(1) disallows losses between individuals and corpora- 
tions in which they own more than 50% of the stock. The stock held by 
designated persons, including partners, will be imputed to the taxpayer in 
determining whether the taxpayer owns 50% of the stock. These rules 
are not incorporated in the new section. In determining the 80% owner- 
ship in the new section, only the stock held by the taxpayer, his spouse, 
minor children, and minor grandchildren will be taken into account. There- 
fore, the new section should not apply to the sale or transfer by a partner- 
ship of its property to a corporation (either existing or new) unless one 
particular partner plus his spouse, minor grandchildren, and minor chil- 
dren own or will own in excess of 80% of the stock of the transferee 
corporation. 


B. REDEMPTION OF STOCK To Pay DEATH TAXES 


Section 115(g) of the Internal Revenue Code provides that the re- 
demption of stock under certain circumstances will be treated as the receipt 
by the stockholder of an ordinary dividend. This worked an extreme 
hardship in many cases where it was necessary for an estate to turn in 
part of the decedent’s stock in a closely-held corporation in order to 
obtain sufficient funds to pay estate taxes. The Revenue Act of 1950 
amended section 115(g) to provide that the redemption would not be 
treated as a dividend to the extent of the estate, inheritance, and suc- 
cession taxes. One of the requirements, however, was that the value of 
the stock must have comprised more than 50% of the value of the entire 
net estate of the decedent. The 1951 Act changes this to 35% of the value 
of the gross estate. The amendment will be applicable only to amounts 
distributed after October 20, 1951, the effective date of the Act. 


C. Gatn REALIZED ON LIQUIDATION OF A COLLAPSIBLE CORPORATION 
OR ON DisposaAL OF Its Stock 


The Act contains a redefinition and an extension of so-called collapsible 
corporations. Under present law these corporations are, in general, those 
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which are formed or availed of for the manufacturing, construction, or 
production of property, with a view to selling or exchanging the stock or 
liquidating in such a manner as would otherwise have produced a capital 
gain. 

A common example is the moving picture corporation formed for the 
production of one picture. The corporation would either be liquidated or 
the stock sold prior to the realization of the receipts from the picture. On 
liquidation, for instance, a capital gain would be realized by the stock- 
holders to the extent of the market value of the property distributed, 
which usually included a distribution contract for marketing and dis- 
tributing the picture. As proceeds came in thereafter, they would then 
be matched up with the “basis” established for the distribution contract 
on liquidation of the corporation, with the result that what should have 
been ordinary income was converted in the individual’s hands into capital 
gain. 

The collapsible corporation provisions first appeared in the Revenue 
Act of 1950 and were limited primarily to corporations formed or availed 
of to make or produce property. The new Act extends the application of 
the section to include the corporation formed or availed of for the purpose 
of purchasing property which is stock-in-trade or other property which 
would be properly included in inventory or property held for sale to cus- 
tomers in the ordinary course of trade or business. It will, therefore, pre- 
vent the utilization of a corporation to convert ordinary inventory gain 
into capital gain. Also, the mannér in which the stockholder realizes gain 
from such property has been more specifically described. 

The proposed change will apply only to gains realized after August 31, 
1951. 


D. TREATMENT OF GAIN OF INDIVIDUALS ON LIQUIDATION OF CORPORA- 
TIONS, INCLUDING PERSONAL HOLDING COMPANIES 


Under the Revenue Act of 1950 domestic corporations, including per- 
sonal holding companies, could be liquidated, and if an election were duly 
made under section 112(b)(7) of the Internal Revenue Code, the gain 
of the individuals would not be taxed except to the extent that the indi- 
viduals received their respective portions of the accumulated earnings of 
the corporation (taxed as a dividend) or except to the extent that the 
individuals received cash or other securities (taxed as capital gain). The 
election was limited to the year 1951. Section 316 of the 1951 Act extends 
this treatment to liquidations of corporations during 1952. 





1° 
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CONCLUSION 


This article is intended to serve as a summary of the more important 
provisions affecting corporations. The authors’ conclusions are based 
upon a literal reading of the statute itself and are subject to modification 
by the provisions of the regulations when issued. 

It is to be assumed that some of the provisions in the new Law will 
require detailed and extensive treatment in the regulations. The regula- 
tions issued under Part II of the Excess Profits Tax Act of 1950 con- 
tained approximately 35,000 words. While the rules applicable to Part IV 
may not require an equal quantity of verbiage, it is obvious that the 
Revenue Act of 1951 presents many occasions for administrative interpre- 
tation and clarification. 








A Revenue Act Comes To Pass 
RICHARD KILCULLEN anp JOYCE STANLEY 


Ths Revenue Act of 1951 has already been unofficially “explained” and 
“clarified” in articles, speeches, and special reports of all the tax services. 
Before long it will be officially “explained” and “clarified” in regulations 
and rulings issued by the Treasury. Eventually it will be definitively ex- 
plained and clarified by the decisions of the courts called upon to make 
determinations under it. 

But quite apart from what the new Act may mean or do, it presents an 
exceptionally interesting illustration of how a revenue act comes to pass, 
an illustration complete with last-minute comic opera touches. 

A new revenue act, as might be suspected, starts with someone’s desire 
for more revenue or lower tax rates; in this case, more revenue. (Presi- 
dent Truman asked for an immediate increase of $10,000,000,000,* with 
another $6,500,000,000 to be raised by a second bill. Congress indicated 
a willingness, if not to concede, at least to cooperate in the first bill but 
objected strongly to the two-package approach.”) Drafting begins then 
with two fundamental questions : How much will we give him? and Where 
will we get it? Where, as here, Congress has not entirely made up its 
mind on the first question, the two questions are closely bound together, 
the total raised being greatly affected, if not actually determined, by how 
much it hurts whom. 

Since the advocates of a federal sales tax have not been successful in 
their advocacy, the new revenue must come from one of three major 
sources: individual income taxes, corporate income taxes (including 
excess profits taxes),.and excise taxes.* Not only must the burden be 


RicHarp KILcutLeNn is a member of the New York Bar and partner of McGuigan & 
Kilcullen. Joyce STANLEY is a member of the New York Bar, associated with Lord, Day 
& Lord. They are co-authors of STANLEY AND KILcULLEN, THE FEDERAL INcomME Tax— 
A Guive To THE Law (1948). 

1 President’s Message to Congress, Feb. 2, 1951, N. Y. Times, Feb. 3, 1951. 

2N. Y. Times, Feb. 3, 1951. 

3 References to “other sources” in the Committee Reports refer to increased revenues 
resulting from “structural changes” in the income tax laws as opposed to rate increases. 
H. R. Rep. No. 586, 82d Cong., Ist Sess. 2, 3 (1951); Sen. Rep. No. 781, Part I, 82d 
Cong., Ist Sess. (1951). All subsequent references to House and Senate Committee 
Reports are to these reports. For an analysis of the changing importance over the years 
of the various taxes, see SURREY AND WARREN, FEDERAL INCOME TAXATION—CASES AND 
MateriAts 1-30. . 
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allocated among those three groups, but within each group there are com- 
plicated problems of allocation and adjustment. Critics of the complexity 
of tax laws have no great difficulty in finding chapter and verse to support 
their comments. If recollection serves, The New Yorker must have pub- 
lished almost the entire World War II excess profits tax law in its regular, 
small footnotes entitled “The Legal Mind at Work.” But in defense of 
the Code it may be said as it has been said before: ‘More than a few 
sentences are required to take more than $40,000,000,000, nearly one- 
fifth of our national income, annually out of the pockets of the millions 
who earn that national income.” * Even the five billion-odd additional 
tax that the present Act is designed to wrest from the unwilling requires 
more than a few sentences. In Congress’ view it takes something over 
one hundred pages. And though one may be inclined to quarrel with 
complexities of individual paragraphs, it is doubtful whether that volume 
of words could be materially reduced without at the same time materially 
increasing either the inequity of the result or the difficulty of enforcing it. 

Although the problems of increasing the excise tax revenues are in all 
probability as difficult and complex as those of increasing income tax 
revenues, this discussion will deal only with the income tax provisions of 
the new law. As a suggestion, however, of the excise tax problems in- 
volved, we note that the liquor interests presented to the House Com- 
mittee the dangers inherent in the proposal to increase the excise on dis- 
tilled spirits from $9.00 to $10.50 per gallon—decreased revenues, in- 
creased bootlegging, and the like. The Committee’s answer was, in effect, 
that these unfortunate results had to some extent already been achieved 
by the previous increase (from $6.00 to $9.00 a gallon) and that, accord- 
ingly, little harm would be done by a further increase.* 

In the field of the individual income tax the problem, of course, cen- 
tered around the proportions in which various economic groups should 
bear the additional tax burden. The original House bill provided a special 
defense tax in the amount of 12$% of the normal tax and surtax other- 
wise payable,° with the limitation that the aggregate of the normal tax, 


4Randolph Paul in the Preface to STANLEY AND KILCULLEN, THE FEDERAL INCOME 
Tax—A Guide To THE Law iv (lst ed. 1948). 

5N. Y. Times, Mar. 11, 1951, §3, p. 1. On the question of bootlegging, both the 
House and Senate Committee Reports make the argument that even at the $9.00 rate 
there is “substantial financial incentive” for bootlegging. A tightening labor supply and 
higher consumer income are, however, put forward as offsetting the effect of increasing 
that incentive by raising the liquor tax. Both Committees apparently rejected the sugges- 
tion that the increase would cut consumption and thus revenues. H. R. Rep. 38, SEN. 
Rep. 92. 

6 Secs. 101, 102 of H.R. 4473, as reported by the Ways and Means Committee. Subse- 
quent references to the House and Senate bills refer to H.R. 4473 as reported by the 
House and Senate Committees. 
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surtax, and defense tax should in no event exceed 90% of net income.’ 
Although the surtax rates were changed to provide a top rate of 81% 
(on incomes over $90,000) instead of the former 88% (on incomes over 
$200,000) ,*° the application of the new flat-rate defense tax to the tax 
rates payable under the old law meant that the increase measured in per- 
centage points went up with the income. For a married couple without 
dependents the effective rate of tax increased .5% on incomes of $1,500, 
increased 2.3% on incomes of $10,000, and increased 6.6% on incomes 
of $100,000. Even with the new top surtax rate of 81%, the increase at 
$500,000 was 5.9%, and even with the new 90% over-all limitation 
operating, was 4.1% at the million dollar level.? Since the new defense 
tax also applied to the maximum tax rate on long-term capital gains,” 
the House bill was clearly designed to put the greater individual burden 
on the higher level taxpayers, the peak increase being at about the 
$100,000 level. 

The Senate took a somewhat different view and provided alternative 
methods of computation. The increase provided by the Senate bill was 
11% of the 1950 Act normal tax and surtax or 8% of the net income 
remaining after deducting the 1950 Act normal tax and surtax, which- 
ever was less.** It also provided a top effective rate of 88%.** Under the 
Senate bill the increases were reduced all along the line, the dollar reduc- 
tions increasing with the income.** In addition to this readjustment of 
the ordinary income tax burden, the Senate eliminated the increase in 
the maximum rate on long-term capital gains, presumably a benefit to the 
middle and higher bracket taxpayers.** The Senate’s estimate of a full 
year’s return from its provisions was $2,367,000,000.*° The House esti- 


7 Secs. 101, 102 of House bill. 

8 Id. 

9H. R. Rep. 6. 

10 Sec. 101 of House bill. 

11 Secs. 101, 102 of Senate bill; Sen. Rep. 3. 

12 Sec. 101 of Senate bill. 

13 SEN. Rep. 6. The Senate Committee’s changes got off to a bad start. The Committee 
first substituted for the 124% defense tax of the House bill a tax at the rates of 3% and 
4% on the net income remaining after payment of the normal tax and surtax, under 
the impression that this resulted in a somewhat lesser increase for the middle and higher 
bracket taxpayers. The next day the Committee took a second look and found that its 
plan resulted in an increase as great as 13.8% for taxpayers in the lowest brackets and 
as small as 0.7% in the highest brackets. As one Committee member stated, the impact 
of its formula “was not just what was anticipated.” N. Y. Times, Aug. 22, 1951, Aug. 23, 
1951. 

14Sen. Rep. 7. The stated reason for not increasing the capital gain rate was that 
realization of capital gains is to a substantial degree in the control of the taxpayer and, 
accordingly, that high rates tend to discourage realization of such gains. 

15 Sen. Rep. 2; this is after allowance for the tax loss entailed in the head-of-household 
provisions. Y 
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mated that its provisions would raise $2,847,000,000.*° The Senate bill 
did not attempt to make up this revenue loss. The final difference between 
the estimated increases in revenue from all the changes in the two bills was 
about $1,700,000,000.*” 

On the corporate side, the Excess Profits Tax Act of 1950 had already 
raised the corporate surtax to 22%.** Both the House and Senate agreed 
that corporations should also bear a substantial part of the new tax in- 
crease, and both also agreed that the aggregate corporate normal tax and 
surtax should be 52% and the excess profits tax should remain at 30%. 
The House bill reached this result by increasing the normal tax to 30%.” 
The Senate bill raised the normal tax to 27% and the surtax to 25%.” 
The Senate bill obviously favored the smaller corporation, to which the 
$25,000 surtax exemption was of greater consequence. The Senate and 
House also differed on how the over-all limitation on normal tax, surtax, 
and excess profits tax should be applied. The 1950 Excess Profits Tax 
Act had provided a limit on the aggregate of these taxes of, roughly, 
62% of the excess profits tax net income (before allowance of the excess 
profits tax credit).** The House bill merely raised this over-all limit to 
70%.” The Senate bill, however, provided in lieu of the old 62% limita- 
tion a new limit on the excess profits tax itselfi—17% of the excess profits 
tax net income before credit.** The aggregate of the taxes under the 
Senate bill was thus 69% instead of 70%. It was the Senate’s approach 
that was finally adopted, but with an increase in the maximum excess 
profits tax rate to 18%, raising the aggregate to the 70% proposed by the 
House.** The Senate method of computation favored smaller corpora- 
tions, but neither the House nor the Senate limitation helped the very 
small corporation. The over-all House limitation of 70% could never 
have applied to corporations with incomes less than about $100,000. The 
Senate limitation does not apply much below $60,000.” 

Having thus decided in general the aggregate additional revenue to be 
obtained from increases in the individual and corporate income tax rates 
(about $5,700,000,000 under the House bill and $4,400,000,000 under 
the Senate bill) and having made comparable increases in the various 


16H. R. Rep. 2, after similar allowance for the head-of-household provisions. 
17 Sen. Rep. 2. 

18 Excess Profits Tax Act of 1950, Sec. 201. 

19 Sec. 121 of House bill. 

20 Sec. 121 of Senate bill. 

21T.R.C. §430(a) (1). 

22 Sec. 121 of House bill. 

23 Sec. 121 of House bill. 

24 Revenue Act of 1951, Sec. 121(b). 

25 Sen. Rep. 17. 
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excise and miscellaneous taxes to produce about another billion and one 
quarter dollars,** the House and Senate Committees were merely at the 
beginning of their job. Difficult as are the problems of the amount and 
allocation of a tax increase, any increase itself raises a host of new prob- 
lems even in the drafting of a semi-emergency act like the Revenue Act 
of 1951. If the average taxpayer, individual and corporate, producer and 
consumer, is to pay higher (and very high) taxes, it is that much more 
important (a) that particular individuals not be able to avail themselves 
of loopholes, and (b) that inadvertent or unnecessary inequities be elimi- 
nated. Thus, the next step was to consider closing those loopholes and 
removing those inequities that had been brought to Congress’ attention.” 
The action taken on particular items by the respective Committees de- 
pended, of course, on the Committee judgment of (a) whether a serious 
loophole or inequity really existed, (b) whether it could be corrected by 
new legislation within the general framework of the present law, and (c) 
whether the proposed correction would be so controversial or so compli- 
cated as to endanger prompt passage of the bill. 

Among the inequitable situations that both Committees thought should 
be corrected in the new Act was that created by the income-splitting pro- 
visions of the 1948 Act. To avoid the disparity between the taxes payable 
by husbands and wives in the community property states and husbands 
and wives in the non-community property states, the 1948 Act had ex- 
tended to husbands and wives generally the privilege of splitting their 
income and thus paying twice the tax on one-half the income, a system 
which under the prevailing progressive tax schedules was of great advan- 
tage. It had been argued at that time and since that on any social or 
economic theory the widow with dependent children was at least as deserv- 
ing as the normal husband and wife family group.** Yet under the law 
prior to the 1951 Act such a widow was obliged to pay full individual 
tax rates with the assistance only of the $600 credit for each of her 


26 Sen. Rep. 2. 

27 No attempt has been made to trace all the various provisions of the House and 
Senate bills to their sources in Treasury Department proposals, recommendations of bar 
associations and other organized groups, committee hearings, etc. A number of the pro- 
visions of the Act as passed, such as the spin-off and family partnership provisions, 
were identical with provisions which failed of passage in the 1950 Act. Other provisions 
carried over from the 1950 Act were again deleted in 1951, withholding on dividends 
being the best known example. 

28 Contra: the argument in SURREY AND WARREN, FEDERAL INcoME TAXATION, CASES 
AND MarterIALs 794 n. 40 (1950) that in the case of an unmarried person with dependents 
there is not normally the same sharing of income that there is between husband and 
wife, particularly of income above immediate living needs, i.¢., available for saving. This 
argument is adopted by both the House and Senate Committees as a reason for granting 
a head-of-household only part of the income-splitting benefits granted to a husband and 
wife. SEN. Rep. 10. 
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children. With the proposed 1951 tax increases, Congress was moved to 
action on this point and both the House and the Senate bills provided 
special surtax tables for unmarried individuals qualifying as “head of 
household.” *° Rates in the House bill, which were the ones adopted, ran 
three-quarters of full individual rates thus giving the head of household 
one-half the advantages of income splitting. 

In addition to this general change, a number of specific provisions were 
included to meet specific situations. A common problem in recent years 
had been that of the taxpayer who, by reason of a change of job or other 
necessity, had sold his house at an inflated price and realized a gain on 
which he had to pay a capital gains tax. Yet because of the generally 
inflated real estate market, he often had to use the entire proceeds and 
additional money to purchase an equivalent property in the area to which 
he had moved or been assigned. To meet this problem, both the House 
and the Senate bills proposed adding a new tax-postponement subsection 
to section 112 under which no gain is recognized on such a sale if the 
proceeds are reinvested in new residence property.*° 

All in all, about 35 specific income tax amendments favoring the tax- 
payer survived in the final draft of the bill after differences between the 
House and Senate bills had been ironed out. They included about eight 
changes of specific benefit to corporations, as, for example, the broadening 
of the dividends-received credit to include dividends received from certain 
foreign corporations, and about eighteen changes of specific benefit to 
individuals. The rest benefit both individual and corporate taxpayers. In 
addition to these income tax changes, substantial changes were made in 
the excess profits tax relief provisions, including general relief to new 
corporations, a carry-over credit for purchasing corporations, and other 
amendments broadening the scope or increasing the relief provided in 
particular situations.** 


29 Sec. 301 of House bill; Sec. 301 of Senate bill. 

30 Sec. 303 of House bill; Sec. 318 of Senate bill. There were similar complaints 
against the old provisions on involuntary conversions of property. While the statute had 
long provided that when property was involuntarily converted, as by condemnation, there 
was no gain recognized if the proceeds were reinvested in similar property, the courts 
and Bureau held that the taxpayer had to be able to trace the actual proceeds into the 
new property. Taxpayers threatened with condemnation had, therefore, been unable 
to purchase comparable property out of other funds or bank loans but had to wait until 
they actually received the condemnation awards. Pressure for correction of this situation 
in the light of the large number of acquisitions of property by the Federal Government 
in connection with the defense program was sufficient to result in passage by the House 
in August, 1951 of a special bill (H.R. 3590) amending Sec. 112(f). The bill got side- 
tracked in the Senate Finance Committee in the general rush, however, and was not signed 
until October 31, 1951, eleven days after enactment of the 1951 Act. 

81 The only changes made in the new Act with respect to the excess profits tax that do 
not favor the taxpayer are those made by Sec. 510 of the new Act, which amends I.R.C. 
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Although the bulk of the new provisions benefit the taxpayer, the new 
Act does not entirely neglect the Government. It does close a few loop- 
holes and does extend the tax into certain new areas. One small but 
profitable device (the sale to a related taxpayer of depreciable property 
which has gone up in value, in order to obtain a higher basis for depre- 
ciation at the cost of only a capital gains tax) has been banned by the new 
Act with respect to sales between spouses or between a taxpayer and an 
80% controlled corporation.** The 1950 Act provisions with respect to 
collapsible corporations were extended to bar the use of those corporations 
to reduce taxes on inventory profits.** Similarly, the taxation of the un- 
related business income of charities begun by the 1950 Act was extended 
to the business income of state colleges and universities not covered, 
possibly by inadvertence, in the 1950 Act, which was limited to organiza- 
tions obtaining their exemption under section 101.** At the same time, 
the exemption of cooperatives and the treatment of patronage dividends 
were modified in an effort to insure the current payment of at least one 
tax upon the current income.*® The right of a new corporation to claim 
the $25,000 surtax exemption and minimum excess profits credit now 
requires clear proof that the obtaining of such exemption and credit was 
not a major purpose of the organization.*® 

In addition to these provisions of specific favor either to the Govern- 
ment or to the taxpayer, the new Act, as do most revenue acts, contains 
other amendments of mixed effect, designed to improve, either from an 
administrative or equitable point of view, the imposition or collection of 
the tax. Thus the treatment of capital gains and losses of individuals was 
changed to provide, in effect, that short-term and long-term gains and 
losses offset each other in the amount of their full value.** While this has 
been referred to as a loophole-closing provision,** since short-term losses 
will no longer offset twice their weight in long-term gains, the designa- 
tion is not strictly accurate, since under the new provisions a long-term 


§442(£), to reduce “total assets,” as there defined, by the amount of any indebtedness 
(other than borrowed capital) to a member of a controlled group, and Sec. 121({), which 
amends I.R.C. §15, to require a new corporation, in order to obtain its $25,000 surtax 
exemption and minimum excess profits tax credit, to establish by a clear preponderance 
of the evidence that obtaining such exemption and credit was not a major purpose for 
the transfer of assets to it. 

32 Revenue Act of 1951, Sec. 328, adding §117(0) to the Code. 

33 Td. at Sec. 326, amending §117(m) of the Code. 

84 Jd. at Sec. 339, amending §421(b) of the Code. 

35 Jd. at Sec. 314, amending §101(12) of the Code. 

86 Jd. at Sec. 121(£), amending §15 of the Code. 

87 Id, at Sec. 322, amending §117 of the Code. 

38 The Committee Reports speak only of remedying a “defect” in prior law. They do, 
however, estimate a $28,000,000 increase in revenue from the change.. H. R. Rep. 24, SEN. 
Rep, 32. 
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capital loss of $1,000 may now, under proper circumstances, offset ordi- 
nary income of $1,000 instead of $500 as was formerly the case. 

Of greater consequence perhaps is a brand new approach to the family 
partnership problem, presumably in an effort to reach an equitable result 
and at the same time to stem the tremendous flow of litigation which has 
continued despite three Supreme Court decisions on the subject.*® In 
general, the new proposal adopts the mathematical approach adopted in 
a number of cases by the Tax Court but generally rejected by the Courts 
of Appeal.*° It recognizes the partnership but taxes to the partner receiv- 
ing his interest by gift only such income as is properly allocable to the 
donated capital interest, after proper allowance for the donor’s personal 
services to the partnership. Similarly, the new Act attempts to solve the 
alleged illogicality of having tax-free split-ups and taxable spin-offs—an 
illogicality which left the tax status of split-offs in dispute and litigation. 
The new Act restores the tax-free status of spin-offs with appropriate 
language to guard against their use for tax avoidance purposes as in the 
Gregory case situation.* 

The examples given are only a small portion of the changes made by 
the new Act. And, like the changes in rates, each change created new 
drafting problems. The interrelation that makes the Code itself difficult 
reading makes its amendment equally difficult. For example, the relatively 
simple change in the treatment of capital gains and losses referred to 
above required, in addition to the amendment of section 117, five technical 
amendments and the addition of a new subsection, section 23(ee), for 
integration of that change with the balance of the Code. As another ex- 
ample, because the 1950 and 1951 Acts were both designed to provide 
maximum revenue despite their passage late in the respective years, each 
required special provisions for the year of passage and, in addition, 
between them they added eight new subsections to section 108 to enable 
fiscal year taxpayers to compute their taxes for years overlapping the new 
changes. 


89 Comm’r v. Tower, 327 U.S. 280 (1946) ; Lusthaus v. Comm’r, 327 U.S. 293 (1946) ; 
Comm’r v. Culbertson, 337 U.S. 733 (1949). 

40 Canfield v. Comm’r, 168 F.2d 907 (6th Cir. 1948); Hartz v. Comm’r, 170 F.2d 313 
(8th Cir. 1948); Trapp v. Jones, 87 F. Supp. 415 (D. Okla. 1949), aff’d on this point, 
186 F.2d 1951 (10th Cir. 1950). 

41 For a general discussion of the problem, see Rapp, Spin-offs, Split-offs and Split-ups 
in ProceepIncs or New York Universiry EicotH ANNUAL INSTITUTE ON FEDERAL 
TaAxaTIon 193 (1950). 

42 Sec. 317 of the 1951 Revenue Act, adding §112(b) (11) to the Code. Only common 
stock of the new corporation can be distributed tax-free; both the old and the new corpora- 
tions must continue the active conduct of a trade or business; and, also, it must appear 
that the new corporation is not being used principally as a device for distributing earn- 
ings and profits. The transaction in Gregory v. Helvering, 293 U.S. 465 (1935) would 
not have met either of the last two tests. 
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In fairness to the critics of tax legislation it must be pointed out, how- 
ever, that not all of the hundred-odd pages of the new Act are devoted 
to changes of the type above described. Congress and the Congressional 
committees charged with drafting of the bill are under pressures from 
all sides.** The pressures range from those of bar associations, civic 
groups, and similar organizations to groups representing much smaller, 
personal, and individual interests. The requests run from amendments 
of such general application as the new “head of household” provisions to 
amendments of almost individual application. Percentage depletion has 
long been attacked as a subsidy to the petroleum industry.** Its extension 
under the new Act to include such things as sand, gravel, and oyster 
shells *° indicates the pressure of other industries to obtain comparable 
treatment. 

Similarly, while the Bureau has perhaps been unduly restrictive in 
applying section 117(j) to those engaged in raising livestock,** the present 
specific extension of section 117(j) to include “livestock, regardless of 
age, held by the taxpayer for draft, breeding, or dairy purposes, and held 
by him for 12 months or more from the date of acquisition,” ** does not 
have the air of a spontaneous Congressional reaction. This provision, 
which was adopted from the House bill, was extended in the Senate bill 
to include turkeys ** but not other poultry. An amendment offered on the 
Senate floor to include chickens was defeated, Senator George saying that 
he could not “take the chicken amendment to conference.” *® In the final 
version of section 324 of the Act, all poultry were excluded. 

The Senate bill also contained a provision which exempted from the 
possible application of section 112(c)(2) as interpreted by the Supreme 
Court in the Bedford case, the transfer by a corporation of unimproved 
real estate to a new corporation for stock and the subsequent liquidation 


48 The hearings held by the Ways and Means Committee of the House to allow those 
interested opportunity to state their views, lasted from February 5 until April 5. As an 
illustration of the divergence of views presented is the report of the hearings on Febru- 
ary 21 when the Congress of Industrial Organizations recommended an increase in indi- 
vidual and corporate rates, no increase in excises, and no reduction of the personal exemp- 
tion, while the Committee for Constitutional Government recommended reducing the top 
individual rate to 45%, abolishing all corporate taxes, and levying excise taxes heavy 
enough to cover the entire cost of maintaining the military forces. Hearings before Com- 
mittee on Ways and Means on H.R. 4473, 82d Cong., 1st Sess. 603-652. 

44 For an excellent discussion of this problem, see the correspondence between Dean 
Erwin N. Griswold and Rex G. Baker, 64 Harv. L. Rev. 361 (1951). 

45 Revenue Act of 1951, Sec. 319, amending §114(b) of the Code. 

46 F.g., 1.T. 3712, 1945 Cum, Butt. 176. 

47 Revenue Act of 1951, Sec. 324. 

48 Sec. 324 of Senate bill. 

4997 Conc. Rec. 12585 (Sept. 28, 1951). 

50 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945). 
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of the transferring corporation.** The Senate Committee Report, after 
discussing the general application of section 112(c) (2) and the necessity 
for it, states: 

However, there are situations which involve a reorganization which is only 
incidental to the actual discontinuance and liquidation of a business, and 
where the reorganization is expedient to carry out certain necessary trans- 


actions. Such a case was brought to the attention of your committee. In 
that case... . 


This provision, eliminated by the Conference Committee, is fairly special 
relief. It is difficult to see on what basis the transfer of unimproved real 
estate to a new corporation should qualify for special relief as against 
the transfer of other kinds of property. 

Another provision, which survived conference, is the capital gains 
treatment provided for the surrender of an employee’s termination benefits 
where the employee has had more than 20 years’ employment, where the 
benefits surrendered are to run for a period of not less than five years, and 
where the employee has had such rights included in the terms of his em- 
ployment for not less than 12 years.°* Newspaper comment on this pro- 
vision subsequent to passage of the Act suggested that few besides Louis 
B. Mayer fit this picture.** 

At a time of increasing tax burdens and at a time when delay in passage 
of a revenue bill has a direct effect upon the revenues collected under it 
(since excise taxes are never retroactive and since individual rates are no 
longer made retroactive because of withholding), the inclusion of such 
provisions in committee drafts and, even more, their eventual passage 
may be unavoidable but are certainly an unattractive part of our legis- 
lative process. 

All of the above takes time. It takes time to hear the people who are 
interested in being heard; it takes time to discover new facts which the 
committees themselves want; it takes time to decide what shall be and what 
shall not be included; it takes time to estimate revenue yields; it takes 
time to draft, if not simply, at least accurately, what is to be included. 
When Congress is through, of course, nobody is happy.®° The rates go 


51 Sec. 342 of Senate bill. 

52 SEN. Rep. 64. 

53 Revenue Act of 1951, Sec. 329, adding §117(p) to the Code. 

54 Drew Pearson in The N. Y. Daily Mirror, Nov. 15, 1951, p. 29. 

55 The President’s view as reported in the N. Y. Herald Tribune, Oct. 31, 1951, was 
that the new Act did not provide enough revenue, did little to close loopholes, and in fact 
provided wealthy individuals with additional means to avoid their share of the load. 
He stated that he signed the bill, as he was sure many in Congress had voted for the bill, 
not because it was a good bill but because the additional revenues were badly needed for 
defense. While not saying that he would ask for additional revenues, he said that he 
would ask for legislation improving our tax laws. 
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up, which displeases the taxpayers. They do not go up as much as the 
administration wants, which displeases the administration. Certain privi- 
leges are given, which displeases those who do not receive them. Certain 
privileges are denied, which displeases those who are denied them. Nor- 
mally, however, by the time the Conference Committee, working against 
a first of the month deadline, hammers together the House and Senate 
bills into a conference bill and attaches its report the matter is ended. Each 
House ratifies promptly and the bill goes to the President for signature. 

This year, apparently, people liked the bill even less. The House, which 
had not done well in the conference, to everybody’s surprise and to a lot 
of people’s dismay voted by 203 to 157 to return the bill to conference.™ 
Any extended reconsideration would, as everyone knew, result in the loss 
of at least one month’s excise tax and individual income tax revenue. 
Also, as everyone knew, there was little that the conferees could do. Those 
joining to return the bill to conference included those who wanted more 
taxes and those who wanted less taxes; those who wanted things put in 
and those who wanted things left out; and those who wanted only to 
record a negative vote. The whole affair was probably most accurately 
described by some unidentified member of Congress as “a protest vote 
that inadvertently got out of hand.” °* The Senate did not stand on its 
privilege of refusing a new conference. The conferees met again. They 
reduced the surtax rate in the first bracket from 19.3% to 19.2%. They 
exempted children’s roller skates and ice skates from the sporting goods 
excise and placed a manufacturer’s excise on home garbage disposal units. 
They made one other change of equal, present triviality when they in- 
creased the maximum rate on long-term capital gains from 25% to 26% ™ 
(some $20,000,000 in revenue out of a $6,000,000,000 bill). After these 
changes, the Senate quickly passed the bill and the House followed suit 
the next day, voting 185 to 160 for passage.” The bill became law when 
the President signed it on October 20, 1951. 


56.N. Y. Times, Oct. 17, 1951. 

57 N, Y. Journal American, Oct. 16, 1951, p. 1. The N. Y. Herald Tribune, Oct. 17, 
1951, quoted Representative J. Percy Priest (D. Tenn.) as saying: “I don’t know what 
happened” ; and Senator George as saying: “I didn’t expect them to act that way.” 

58 Whether this is significant as the opening crack in a long-held dike remains to be 
seen. 

59N, Y. Times, Oct. 20, 1951. 
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Recapitalization: The Definition Problem 
BARRY GOLOMB 


Ox: of the subdivisions of the definition of the term “reorganization” 
provided in section 112(g) of the Internal Revenue Code reads in its 
entirety: “(E) a recapitalization.” The unamplified phrase has appeared 
in every definition ever included in any of the statutes. It is the only 
subdivision which does not contain within itself at least the germ of a 
real explanation of its meaning. A workable definition of the term is the 
problem here considered.* 

The statute itself obviously is not very helpful. Pronouncements of 
the Bureau of Internal Revenue, with some exceptions, are not much 
better. If any order exists and if any logic pervades this field, it has come 
from the courts unassisted and unhampered by legislation. 

There are two possible approaches. The one which has been used ex- 
clusively in the past involves answering the question: What have the 
courts said? It will be in order first to investigate the theoretical, judicially 
created rules which stem from analysis of what the courts have said. It 
is this writer’s contention that rules formulated in that manner do not pro- 
vide a practical, rapid, or easily manipulated yardstick against which to 
measure a transaction to determine whether or not it is a recapitalization. 

The second approach ignores what the courts have said and looks solely 
to what they have done. Critical analysis of the results thus reached will, 
it is hoped, be of value to the tax bar. 


I, THEORETICAL JUDICIAL REQUIREMENTS 


Judicial opinions have resulted in two basic “tests” and one additional 
complication. Since they are well known to the profession, they will be 


Barry Gotoms (B.A., 1948; LL.B., 1951, Harvard University) is a member of the 
New York Bar and is associated with Wasserman, Behr & Shagan. 


This article is adapted from a paper originally submitted to Professor Ernest J. Brown, 
of the Harvard Law School, in the 1950-51 seminar, Taxation: Corporate Reorganiza- 
tion and Distributions; adapted for publication along the lines suggested by Professor 
Harry J. Rudick, of New York University School of Law. The author is greatly indebted 
to both of them. 

1No attempt is made to deal with the consequences of the determination that a given 
transaction is or is not a recapitalization, except as such considerations may arise 
incidentally. ; 
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discussed here only to the extent necessary to indicate their shortcomings 
in this field.* 


A. The “Continuity of Interest” Test and the Definition of “Securities” 


The Revenue Act of 1921, section 202(c) (2), in its definition of a 
merger or consolidation,*® used language which, if read literally, included 
a purchase of stock or certain properties for cash. It was clear that Con- 
gress had not intended preferential treatment for such transactions, even 
when we are dealing with the common use of short-term notes as the 
substantial equivalent of cash. 

The resulting problem of judicial construction was resolved by the 
courts in one of two ways: either it was held that the notes involved were 
not “securities” within the meaning of the statute,* or it was asserted 
that the exchange must be such as to provide a “continuity of interest” "— 
or in some cases a continuity of proprietary interest,® although no clear 
explanation of how a proprietary interest can be represented by a security 
as contrasted with stock has ever been forthcoming. These formulas are 
in substance two versions of the same proposition, yet they have frequently 
been regarded as two separate weapons in the Commissioner’s arsenal. 

Congress stepped in and revised its definitions twice—in 1934 and in 
1943. An analysis of the changes made and of the cases which led to the 
1943 amendment’ strongly suggests Congressional dissatisfaction with 
“continuity of interest.” It seem’ apparent that the test arose from an 
oversight in the drafting of a now altered clause in the “merger or con- 
solidation” field. It is equally obvious that the present clauses 112(g) (1) 
(A), (B), (C), (D) and probably (F) contain express or clearly im- 
plied “continuity” provisions. (E) does not; it remains “a recapitaliza- 
tion.” If the reasons of policy and the rules of construction usually 
lumped together in the phrase “Congressional intent” are not to be thrown 
overboard, it seems clear that there is no basis for subjecting (E) to any 
continuity test whatsoever—and certainly not to one derived from a now 


2 It should be noted at the outset that the criticism leveled at these tests is derived from i 


the point of view of the recapitalization problem alone; the criticisms are not necessarily 
valid from the point of view of the reorganization provisions as a whole. 

8 The present equivalent is section 112(g) (1) (A). 

4 Pinellas Ice & Cold Storage Company, 21 B.T.A. 425, 432 (1930); Pinellas Ice & 
Cold Storage Company, 287 U.S. 462, 468, 469 (1933). 

5 Cortland Specialty Company, 60 F.2d 937, 940 (2d Cir. 1932); Pinellas Ice & Cold 
Storage Company, 287 U.S. 462, 470 (1933). 

6 LeTulle v. Scofield, 308 U.S. 415 (1940). 

7 Compare Helvering v. Alabama Asphaltic Limestone Company, 315 U.S. 179 (1942) 
with Helvering v. Southwest Consolidated Corp., 315 U.S. 194 (1942). 
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non-existent clause in another part of the section.* However, both lines 
of reasoning by which the result in the Pinellas case was reached are still 
very much alive, and the courts’ first gropings for adequate generaliza- 
tions still rule us.° 


B. The “Business Purpose” Test 


Starting in 1934 with the Gregory case,”° the courts have required that 
a transaction have a genuine “business purpose” to be upheld as a re- 
organization.** This doctrine was deemed to distinguish genuine reor- 
ganizations from shams * until the second Minnesota Tea case,** which 
applied the “business purpose” test not to the bona fides of the reorganiza- 
tion but to the very different question whether the assumption of liabilities 
was part of the tax-free exchange or “boot.” ** The result is that the 
“business purpose’’ test applies both to the motivation of a transaction as 
a whole and to the details involved in the means of accomplishing the end 
result. 

The courts found the test difficult to apply and their results varied 
greatly.” In Gregory the Supreme Court had said “business or corporate 
purpose.”’ The alternative formulation seems to have gone by the board.*® 

Without going into further detail on a subject well known to the tax 
bar, it should be apparent that in the “business purpose’’ field also, the 


8 This reasoning has been partially accepted. The LeTulle case has been deemed limited 
to the “merger or consolidation” field, or at least inapplicable to recapitalizations, in at 
least five cases. Comm’r v. Neustadt’s Trust, 131 F.2d 528 (2d Cir. 1942); Comm’r v. 
Edmonds’ Estate, 165 F.2d 715 (3d Cir. 1948) ; Clarence J. Schoo, 47 B.T.A. 459 (1942) ; 
James G. Miller, 3 TCM 230 (1944) ; Mary N. Crofoot, 4 TCM 97 (1945). This should 
be the uniform holding. 

® For a detailed discussion of the points raised in this section see Griswold, “Securities” 
and “Continuity of Interest,” 58 Harv. L. Rev. 705 (1945), and Brookes, The Continuity 
of Interest Test in Reorganizations, 34 Cauir. L. Rev. 1 (1946). The former suggests 
a reorienting of the “continuity” test and abandonment of all emphasis on the word 
“security”; the latter proffers a further analysis of “security” in its proper statutory 
context and abandonment of “continuity” thinking. It may be suggested in passing, that 
they disagree only in form, both intending to achieve substantially identical results. This 
writer agrees with their objectives, but believes that their attainment can best be accom- 
plished by the elimination of as much judicial gloss as possible. 

1069 F.2d 809 (2d Cir. 1934). 

11 Reg. 86, drafted (though not promulgated) before the case reached the Supreme 
Court, adopted and expanded this principle. 

12 Helvering v. Minnesota Tea Company, 296 U.S. 378 (1935). 

18 Minnesota Tea Company v. Helvering, 302 U.S. 609 (1938). 

14 See ILR.C. §112(c) (1). 

15 Contrast Royal Marcher, 32 B.T.A. 76 (1935) with Annis Furs, Inc., 1 TCM 504, 
508 (1943). 

16 The Humko Co., 2 TCM 1121, 1125 (1943); Louis Wellhouse, Jr., 3 T.C. 363, 
368 (1944). But see Estate of John B. Lewis, 10 T.C. 1080, 1086 (1948). 
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groping for a formulation of a rule in a rightly decided case has done 
violence both to the statute and common sense.” 


C. Bazley—The Ultimate Complication 


In the Basley case,** which has been widely discussed, the “business 
purpose” test either (a) was revamped and extended, or (b) gave birth 
to a new test, which either (1) ousted its parent, or (2) imposed additional 
requirements, depending on which commentator you read. The case may 
be merely an affirmation of the doctrine put forth in the Humko and Well- 
house cases. On the other hand, the Supreme Court said three things 
which may lead readers to find an entirely new rule unrelated to the “busi- 
ness purpose” doctrine: 


[I.] In the case of a corporation which has undistributed earnings, the crea- 
tion of new corporate obligations which are transferred to stockholders in 
relation to their former holdings, so as to produce, for all practical purposes, 
the same result as a distribution of cash earnings of equivalent value, cannot 
obtain tax immunity because cast in the form of a recapitalization-reorganiza- 
tion. The governing rule can hardly be stated more narrowly. To attempt to 
do so would only challenge astuteness in evading it.” 

[II.] A ‘reorganization’ which is merely a vehicle, however elaborate and 
elegant, for conveying earnings from accumulations to the stockholders is not 
a reorganization under Sec. 112.?° 

[III.] And even if this transaction were deemed a reorganization, the facts 
would equally sustain the imposition of the tax on the debentures under Sec. 


112(c)(1) and (2). Comm. v. Bedford, 325 U.S. 283.24 


It should be noted that the first of these formulations speaks in terms 
of recapitalizations only, while the second appears to state a rule applicable 
to all reorganizations. In either case, it is a new rule which has sometimes 
been called the “equivalence to dividend” *? or “effect” ** test. In its 
broadest possible form the new rule appears to say that if a purported 
reorganization (or at least recapitalization) accomplishes the same final 


17 For a detailed discussion of the points raised in this section, although generally 
coupled with discussions of the Basley decision, see Spear, Corporate Business Purpose 
in Reorganisations, 3 Tax L. Rev. 225 (1947-8) ; Ivins, note 22 infra; Kimball, Business 
Purpose Requirements in Corporate Reorganiszations in 2 AMERICAN UNIVERSITY TAX 
InstiTuTE Lectures 293 (1949). 

18 331 U.S. 737 (1947). 

19 331 U.S. 737, 742. The last two sentences are contrary to the thesis of this paper 
(that the rule must be clear enough for easy application) and to the principle that a 
“line” is something which may be approached as closely as possible provided only that 
it is not crossed. 

20 331 U.S. at 743. 

21 331 U.S. at 743. 

22Tvins, The Basley Case and Developments as to Reorganisation Exchanges in 2 
AMERICAN University TAX Institute Lectures 279 (1949). 

23 McSwain, Recapitalisations, 27 Taxes 1065 (1949). 
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result as would have been attained by a taxable dividend, it is not a re- 
organization at all. A little thought will indicate that if this be law, sec- 
tion 111(c) and most of section 112 are repealed and we may simply 
forget about reorganizations. The second formulation destroys the mean- 
ing of the section which it cites. The imposition of a tax on “boot” is 
meaningless or at least superfluous if all gains equivalent to dividends are 
taxable without reference to whether or not they are “boot.” * 

The third excerpt from the Bagley opinion raises radically different 
questions and cannot be taken as an alternative phrasing of the first two. 
It deals exclusively with “boot” and does not really touch at all upon the 
question what is or is not a reorganization or recapitalization. If this 
quotation is the gist of the decision and not a mere afterthought, and if 
the Bedford case and section 112(c) are to have any application, the real 
holding is that debentures are “boot,” and the question to be answered 
in each case is the extent of “earnings and profits.” 

If this last analysis is correct, Bagley does not involve a “business 
purpose” test but a new problem in the definition of “securities,” since 
“boot” is for all practical purposes the obverse side of the “securities” 
coin.” 

It is almost inevitable that definitions of “securities” derived from the 
“continuity of interest” test developed under the old parenthetic clause in 
the 1921 Act will be revitalized and applied for the purposes of this new 
Bedford-Bazley rule. Once more a long dead accident of draftsmanship 
will control the analysis. 

It is possible to distinguish and limit Bagley in various ways. Applica- 
tion to corporations having undistributed earnings only, application to 
new corporate obligations as contrasted with preexisting ones, application 
only to securities issued to stockholders “in relation to their stock hold- 
ings,” and application only to bonds which are “virtually cash because . . . 
callable at the will of the corporation which . . . [is] the will of the tax- 
payer,’ °° are among the suggestions which have been advanced. The 


24Tf this be law, is it a one-way street or does it apply equally to losses? If the 
latter, increased deductions at ordinary rates may become available under some such 
heading as “Losses Essentially Equivalent to Dividends.” 

25 This is obvious since “boot” is property or money other than that permitted to be 
received by section 112(b) (1), (2), (3) or (5) or section 112(1), and they permit pri- 
marily receipt of “stock or securities.” 

26 This last distinction is the most commonly advocated and rests on the failure of 
Bagley to overrule the Watts and Scofield cases. This distinction cannot easily be ac- 
cepted however. If funds are available to use on a call, a controlling majority can always 
cause the issuance of that call, yet it would be doubtful that a distinction should be 
drawn based on whether the taxpayer is a member of the corporate majority or has no 
participation in real “control.” ; 

For a quick survey of how the lower courts have construed Basley, see Heady v. 
Comm’r, 162 F.2d 699 (7th Cir. 1947) ; Survaunt v. Comm’r, 162 F.2d 753 (8th Cir. 1947) ; 
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importance of Bagley is considerably greater than the clarity of its 
meaning. 


D. The Value of the Judicial Tests 


Bearing in mind our objective of aiding the tax practitioner to deter- 
mine whether his case is or is not a recapitalization, the theoretical judicial 
rules discussed thus far are unsatisfactory. Rules and tests, after all, are 
merely yardsticks against which to measure contemplated transactions or 
the chances of success in contemplated litigation—to predict what courts 
will do in the future. Although the foregoing summary has been brief, 
it should be sufficient to demonstrate that there is little hope of deriving 
any such yardsticks from what the courts have said. 

This is not to say that these tests have no value. They form an essential 
part of the background of all thinking about recapitalizations, and they 
point out most of the clear and obvious failures to effect reorganizations ; 
they represent common pitfalls and must be watched. When we want 
precision, however, or at least demarcation of the areas of doubt, we must 
look elsewhere for definitive answers applicable to close cases. 


II. PracticAL CONSIDERATIONS 


Little help has been found in what the courts have said. It remains to 
see whether more assistance may be derived from what they have done. 

One final preliminary observation is in order. Inasmuch as section 112 
is one of the most precise statutory provisions ever written, what would 
be the result of its being read exactly as written? Suppose, as many 
writers do, that Congress meant that section to do exactly what it says, 
and intended that every transaction which complies literally with its pro- 
visions—and no other transaction—shall be a tax-free exchange. How 
could Congress have said so any more clearly than it has? There probably 
never has been a legislative enactment which concluded with “and we 
mean it,” or with “and no court shall, by construction or otherwise, re- 


Marjorie N. Dean, 10 T.C. 19, 24-25 (1948) ; Comm’r v. Edmonds’ Estate, 165 F.2d 715, 
718 (3d Cir. 1948); Fred B. Snite, 10 T.C. 523 (1948), aff'd, 177 F.2d 819 (7th Cir. 
1949) ; Estate of John B. Lewis, 10 T.C. 1080 (1948) ; Estate of Elise W. Hill, 10 T.C. 
1090 (1948) ; Lewis v. Comm’r, 176 F.2d 646 (1st Cir. 1949). 

For another view on many of these points, see Spear, Corporate Business Purpose in 
Reorganisations, 3 Tax L. Rev. 225 (1947-8). He suggests (1) that the idea of an 
“effect” test is ridiculous, precisely because the non-recognition provisions apply only 
where gain is realized; (2) that when the Court said “It was not the purpose of the 
reorganization provisions to exempt from payment of a tax what as a practical matter 
is realized gain,” the Court meant to add, “in the absence of a corporate business purpose” ; 
and (3) that our [III] is nonsense because it makes “securities” boot, which would 
seem to be a reversal of Watts and Scofield. 
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quire anything additional to what is here expressly stated” ; such an enact- 
ment would be unwise. Courts do not interpret statutes for the sheer 
delight of foiling legislative plans. They fill gaps when the necessity arises. 
What, after the repeal in 1934 of the parenthetic clause, was the gap which 
remained to be filled? It is only through an acceptable answer to this ques- 
tion that sense can be made of the preceding theoretical considerations, 
and there are as many answers as there are students of taxation. It may 
be that there is inherent in this problem a vital matter of legislative policy, 
and that further clarification by Congress would help. It must be noted, 
however, that past attempts along these lines have not met with brilliant 
success. It seems unlikely that even the best drafted amendments would 
do so now, unless they adopt an entirely new approach. We must look to 
the facts of the decided cases and to the holdings on those facts for such 
practical assistance as we are to receive. 


A. The “Fact”? Approach 


In one sense, almost all cases have facts peculiar to themselves. If all 
the facts of each case were considered, therefore, there would be nearly 
as many categories as there are precedents. Such an array, however 
critical, would have little practical value. While we are seeking something 
more precise than a rule-of-thumb, it must be easier to use than a com- 
pendious encyclopedia. Some system of grouping is essential. 

Let us assume, since it is the usual though by no means necessarily 
universal fact, that the distinguishing feature of a recapitalization is that 
only one corporation is involved qua corporation. If any other parties, 
such as stockholders or creditors, happen to be corporations, that may be 
taken to be an incidental irrelevancy. Let us further assume, again be- 
cause it is the usual thing although, perhaps, not a necessity, that there 
must be an exchange * or something which may be treated as an exchange. 
It is submitted that the courts make these two assumptions, and that any 
conclusions having significance thereunder will have practical value also. 
It must be borne in mind that we are interested in one thing only: is the 
transaction a “recapitalization” ? 

As the terms will hereinafter be defined, there are only three kinds of 
things which can be given or received on an exchange: stock, corporate 
obligations,”* or property. By “stock” we shall mean a participation in the 


27 The 1921 Act so defined “reorganization” as to make an exchange an essential 
ingredient. Revenue Act of 1921, Sec. 202(c), opening clause. Since 1924, when the 
definition of “reorganization” was separated from the statement of the consequences 
thereof, no general requirement that there be an exchange has been a part of the former. 
Some of the clauses of section 112(g)(1) import such a requirement, but section 
112(g) (1) (E) does not. 

28 The word “securities” is intentionally avoided in this connection, 
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equity ownership of the corporation,” which is precisely the same as the 
normal meaning of that word. By “obligations” we shall mean any and 
all claims of creditors of the corporation, whether or not “secured” and 
whether or not “securities” within any definitions laid down by the courts. 
By “property” we shall mean money and anything else which is not stock 
or obligations as here defined. It is to be noted that some of what the 
courts call “other property or money,” as contrasted with “securities,” 
will be within the scope of “obligations.” The word “securities’’ will be 
used hereafter only in reference to what courts have said. 

Since our three classes of things may be given or received singly, in 
combinations of two, or all three at once, there are seven possible com- 
binations on each side of the exchange. As each may be exchanged for 
any one of the others, we have forty-nine possible exchanges. In the first, 
stock for stock,*° it is necessary to subdivide, because in this class it is 
sometimes thought that the difference between common stock and pre- 
ferred stock may be important. The sub-classes are stock for stock of the 
same kind, common for preferred, and preferred for common. Substi- 
tuting the three for the one, we now have fifty-one possible exchanges. In 
addition, we must consider the ‘“‘surrender” ** and the “dividend,” ** al- 
though they might be forced into the preceding categories ; in other words, 
“nothing” may be given or “nothing” may be received.** The fourteen 
classes thus included raise our total to sixty-five,** although in a very real 
sense these last groups are not exchanges. 

Of the sixty-five, a number need not detain us long. The application 
of even the vague concepts thus far available will eliminate many. Thus 
it does not take a precise “continuity” test to rid us of the fifteen cases 
where nothing but “property” was given or nothing but “property” was 


29 All references to “the corporation” mean the one which is being recapitalized, not a 
“person” whose corporateness is “incidental” within the above assumptions. 

80 The expression “X for Y” is confusing because capable of two constructions, 
i.e., an exchange by X-holders of outstanding X for Y, or an exchange by the corpora- 
tion whereby it gives X and receives the previously outstanding Y. In this paper the 
former usage is followed throughout. 

81 The term “surrender” is used to mean that any one of the seven combinations is 
given to the corporation with nothing being received in return. 

32 The term “dividend” is used to mean that “nothing” is given to the corporation which, 
nevertheless, gives one of the seven combinations to a stockholder or obligation-holder. 

83 One recurring problem is that of the partial surrender or partial dividend. This 
arises when there is an exchange and also an additional one-way movement. It cannot 
always be treated as a two-for-one exchange, since contracts sometimes expressly provide 
for two such separate sets of conveyances and courts sometimes so construe exchanges 
involving great disparity in value or in kind. 

84 The 65 categories may be represented thus: 
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received ; whatever these may be,” it is clear that they are not recapitaliza- 
tions.** This leaves fifty classes. The nine cases where “property” appears 
on both sides of the exchange * may also be eliminated on the basis of 
general considerations and as unlikely, bearing in mind that our definition 
of “property” does not include even those corporate obligations which the 
courts have said are not “securities.”” The three cases where in return for 
“nothing” the corporation distributes a combination which includes 
“property” ** need not concern us either. The “property” clearly consti- 
tutes a taxable dividend to the extent of “earnings and profits,” and in so 
far as any serious questions are raised, these may be considered mere 
variations of their counterparts without “property.” *® Similarly, the three 
cases where combinations, including “property,” are “surrendered” *° may 
be ignored or treated along with their propertyless equivalents.** 





RECEIVED FROM CORPORATION 
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** The omitted possible exchange of “nothing” for “nothing” is assumed to be nonsense, in this 
context at least. 


Symbols: S—stock; Cm—common; Pf—preferred; O—obligations; P—property; N—nothing. 

35 The ones eliminated are 5, 13, 19-26, 29, 37, 45, 53, and 61 in note 34 supra. Numbers 
5, 13, 21, 29, 37, 45, and 53 are redemptions of all interest in the corporation; numbers 
19-25 are purchases pure and simple; 61 is a dividend in cash or in kind; and 26 is a con- 
tribution to the corporate capital. 

86 There are one or two cases treating some of these as recapitalizations. See notes 77, 
92, 112 infra. 

87 These are numbers 39, 40, 41, 47, 48, 49, 55, 56, and 57 in note 34 supra. 

38 Numbers 63, 64, 65 in note 34 supra. 

89 The counterparts meant are numbers 59, 60, and 62, respectively, in note 34 supra. 
Note that for this purpose, accepting a reduction in par is not necessarily giving “nothing” ; 
that would be true only after it has been decided that there is a partial liquidation and 
not a recapitalization. 

40 Numbers 42, 50, and 58 in note 34 supra. 

41 Numbers 10, 18, and 34, respectively, in note 34 supra. 
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Thirty-five possibilities remain. Some will be easy and some will be 
difficult, but each is worthy of attention. As to some, we shall be able to 
state a categorical answer to the question, “Is this a recapitalization ?”’ on 
the basis of an examination of and inquiry into what the courts have done. 
In others, it may be possible to find an answer by the use of the clear centers 
of our theoretical doctrines—without risking the uncertainty that prevails 
about their fringes. In each case the answer may be “yes,” “no,” “some- 
times,”’ or “impossible to tell’; where it is “sometimes,” we shall attack 
the further question, “when”; where it is “impossible to tell,” prudence 
and conservatism will suggest that where feasible we shun the transaction 
in the future fully as much as if we had received a resounding “no.” 
There will remain an area of doubt but it should be smaller and, more 
important, more clearly defined than the present, all-pervasive doubts. 


B. ‘What’s in a Name?’’—Caveat Against Self-Deception 


Despite the difficulties with the word “securities,” the courts invariably 
use such words as “stock,” “bonds,” “common,” “preferred,” “notes,” 
etc. as if they had precise single meanings. We shall do the same. The 
term “preferred stock,” for example, refers to the rights and liabilities 
represented by a piece of paper so entitled, and it is not an “obligation.” 
A “bond,” on the other hand, is never “equity.” This is a very convenient 
time-and-labor-saving device, universally used. However, while we may 
adopt a shorthand terminology, for-the double reason that the courts have 
done so and that it is convenient for us to emulate their example, we must 
recognize that our shorthand symbols are far less precise than we like to 
believe. 

What do these words really mean? Within the framework of a single 
corporation, generally bonds have the greatest claim against the assets and 
the least participation in excess earnings; common stock has the least 
claim when the chips are down and the greatest share in excess prosperity ; 
and preferred stock, somewhere in between, is more like the latter. We 
generally think of bonds as “secured” and of preferred stock as “un- 
secured” and part of the “equity.” There is nothing in the ultimate, un- 
alterable order of the universe which makes these things so, even in the 
case of the single corporation. They usually happen that way but they 
need not do so. When we begin to compare different corporations, one 
with the other, these things are very often not so. 

Consider an “income bond’’ with no asset “security” in a corporation 
with sufficient prior liens on its assets to assure the receipt of little or 
nothing upon a forced liquidation. There may be no fixed interest, no 
underlying mortgage, no adequate preference in liquidation, and no limit 
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on participation in excess income. Moreover, if earnings drop below a 
stated figure, the “bondholders” may have the right to elect a majority of 
the board of directors. Contrast the “preferred stock.” It may be non- 
participating, cumulative, and non-voting regardless of arrearage. It may 
have an asset preference upon liquidation which, under a given capital 
structure, is of practical significance. There seems to be no reason why 
its contract could not be secured by a mortgage. Yet it is “equity” and 
the “income bonds”’ are not. These are extreme examples. Probably no 
such pair of issues exists in any one corporation, but there seems no reason 
why it might not. Undoubtedly two issues much like it do exist in many 
pairs of corporations. 

What is the difference between “common” and “preferred”? Might 
not a corporation have Class A non-voting and Class B voting preferred 
stock and Class A non-voting and Class B voting common? Let imagina- 
tion fill in the remaining characteristics. Where is the “equity” ? Which, 
if any, is the “creditor’’? 

The courts do not ask these questions in tax cases ; occasionally they do 
in other fields. It is not unlikely that the years will bring a change—that 
at some future time the classification herein adopted as expedient will be 
remade in terms of analytically significant factors instead of formal labels. 


C. The Categories 


The thirty-five categories may be numbered for convenience and repre- 
sented by the following chart. All numerical references to categories here- 
inafter will be by means of these numbers.* 
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42 Unless otherwise indicated by explicit reference to note 34 supra. It is not asserted 
that the decisions recognize this categorization; on the contrary, most cases cite prece- 
dents from different classes. 
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D. What the Courts Have “Done” 


1. The exchange of common stock for common stock in the same cor- 
poration, or preferred stock for preferred stock in the same corporation is 
expressly made non-taxable by section 112(b)(2) and is treated like a 
reorganization for basis purposes by section 113(a)(6). The question 
whether or not such an exchange actually is a recapitalization is thus 
mooted for most purposes. There has never been any argument as to the 
treatment of these transactions,** and they are generally called recapitali- 
zations. When these exchanges are coupled with others, they are neverthe- 
less held recapitalizations if at all separable.** 

2. The exchange of outstanding preferred for common is clearly treated 
as a recapitalization by the Bureau when made by all the preferred stock- 
holders. The definition of recapitalization in the regulations *° consists of 
four illustrative examples, the second and fourth of which fall within this 
category. The examples in that regulation have remained unchanged 
since they first appeared in the regulations *° under the 1934 Act. This 
kind of exchange was denominated a recapitalization much earlier than 
that, however,*’ and it seems never to have been questioned. When only 
some of the stockholders make the exchange, the same result should 
follow, although the Bureau currently refuses to issue favorable rulings. 

3. The third example in the same regulation authorizes the exchange 
of outstanding common for preferred, and the courts have concurred in 
this view.** The only contrary hglding that has been found is Well- 


48E.g., T.B.R. 39, 1 Cum. Burr. 45 (1919); Charles A. Gordon, 1 B.T.A. 1223 
(1925) ; Fred D. Cock, 2 B.T.A. 1044 (1925) ; Thomas S. Craven, 6 B.T.A. 373 (1927) ; 
Alexander D. Falck, 26 B.T.A. 1359 (1932) Acq., XII-1 Cum. Butt. 5 (1933), aff'd, 
Houghton v. Comm’r, 71 F.2d 656 (2d Cir. 1934) (here cited with reference to the 1920 
exchange only, the 1923 exchange not being in this category); Olive Hume Oliver, 30 
B.T.A. 1381 (1934) Nonacq., XIII-2 Cum. Burr. 32 (1934), aff'd, 78 F.2d 561 (3d Cir. 
1935) (the appeal was on other issues). 

44 F.g., Kistler v. Burnet, 58 F.2d 687 (D.C. Cir. 1932), affirming Benjamin W. 
Fredericks, 21 B.T.A. 433 (1930) (where there was a separable stock surrender) ; Alex- 
ander D. Falck, note 43 supra; Walter F. Haass, 29 B.T.A. 900 (1934), aff’d without 
opinion, 6th Cir. Jan. 14, 1936 (where there was a separable stock purchase. The ex- 
change was of common and preferred for new Classes A and B stock.). See also Chester 
A. Souther, 39 B.T.A. 197 (1939) and Elmer G. Biechler, 40 B.T.A. 184 (1939), both 
involving the same transaction. (There were alternate grounds for the decision. If 
the intermediate corporate entities were disregarded, it was a recapitalization within 
category 1.) 

45 Reg. 111, Sec. 29.112(g)-2. 

46 Reg. 86, Art. 112(g)-2. 

47 E.g., S.M. 3710, IV-1 Cum. Butt. 4 (1925), under the 1924 Act. 

48 F.g., H. E. Muchnic, Adm’r, 29 B.T.A. 163 (1933) Acq., XIII-1 Cum. Butt. 11 
(1934) ; Marjorie N. Dean, 10 T.C. 19 (1948). In Alexander D. Falck, note 43 supra, the 
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house,*® which was decided on the theory that a “business purpose” of the 
shareholders’ was insufficient to sustain a reorganization. Since that view 
has been repudiated by the Tax Court, it seems safe to ignore this 
decision.” 

Combinations of 1, 2, and 3. Various combinations can be imagined 
and no reason has been found for doubting the tax-free status of any of 
them. The exchange of common for common and preferred has been 
ruled within the provisions of the Code,” as has the exchange of common 
and preferred for two classes of common.” No great controversy has 
raged around any of these possibilities, and no case striking one down has 
been found. It seems safe to conclude that any exchange of stock of any 
kind or kinds, solely for stock of any kind or kinds, is a recapitalization, if 
nothing more is involved, at least if all the shareholders make the ex- 
changes. 

It may be well to finish the exchanges involving only one thing on each 
side, categories 4, 10, and 11, before turning to those involving combina- 
tions. To the extent that analogies may be employed, these simpler situa- 
tions are the most important starting places. Much of the “continuity” 
controversy involved these exchanges, and “continuity” requirements have 
not been entirely eliminated from the recapitalization field ; the substantial 
unanimity is a pleasant surprise. 


1923 exchange can be viewed in two ways—as an exchange of common for common and 
preferred, discussed infra, or as two exchanges, one of common for common and the other 
of common for preferred. Similarly, in Bass v. Comm’r, 129 F.2d 300 (1st Cir. 1942), 
reversing 45 B.T.A. 1117 (1941), the exchange could be thought of as unitary, in which 
case it was common for common and preferred, or as an exchange of common for pre- 
ferred, followed by a two-for-one split of the common, which remained outstanding. Both 
were held to be recapitalizations. So too was Knapp Monarch Co., 1 T.C. 59 (1942) 
Acq., 1943 Cum. But. 14, aff’d, 139 F.2d 863 (8th Cir. 1944), where the taxpayer 
claimed that what had occurred was an exchange of preferred for preferred and a later 
dividend in common or cash, at the recipient’s option. (The taxpayer involved was the 
issuing corporation; it was seeking a “dividends paid” credit.) It was held to be in 
part an exchange of preferred for preferred and common, and in part an exchange of 
preferred for common and cash. For an identical situation, except that no cash was 
involved, see Thermoid Co., 4 TCM 412 (1945), afd, 155 F.2d 589 (3d Cir. 1946). 

49 Note 16 supra. 

50 See Lewis v. Comm’r, 176 F.2d 646, 649-650 (1st Cir. 1949). 

51].T. 1168, I-1 Cum. Butz. 194-195 (1922); H. Y. McCord, 31 B.T.A. 342 (1934), 
where a dividend in kind was held separable; Jacob Fischer, 46 B.T.A. 999 (1942) Nonacq., 
1942-2 Cum. Butt. 25, aff’d without opinion, 6th Cir. June 3, 1943. Cf. Elmer W. Hartzell, 
40 B.T.A. 492 (1939) Acq., 1939-2 Cum. Butt. 16, where in form at least, there was 
an exchange of common for common and preferred. (In substance, some people exchanged 
common for common, and others common for preferred.) On the readings alternative 
to those given above, see Alexander D. Falck (the 1923 exchange), Knapp Monarch Co., 
Thermoid Co., all note 48 supra. 

52 Walter F. Haass, note 44 supra. 
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4. The Bureau, generally speaking, is opposed to the shift from an 
equity position to a creditor position, but the cases hold that the exchange 
of stock for obligations is a recapitalization.°* One contrary decision has 
been found in the recapitalization field in connection with this simple 
shift. It is L. & E. Stirn, Inc.,°* which said that the debentures received 
in the exchange were not “securities” and that there was no “continuity 
of interest.” The former statement was based on the fact that the bonds 
were to be retired serially over a five-year period, so that their average 
term was only two and one-half years. In view of the later authority to 
the effect that the “term” is immaterial, and this being the earliest case in 
the category which could be found, it probably can be considered out of 
line with the main current of decisions, and accordingly ignored. Since 
all the cases are pre-Bazley, however, there is a substantial chance that 
that decision (see category 5 infra) alters the result. When to this is 
added the fact that the Bureau currently will not issue a favorable ruling, 
despite the fact that the recent cases follow the Annis Furs case, the cate- 
gory must be marked “doubtful.” 

10. The opposite shift—obligations for stock—displays an unbroken 
line of approvals.°° Example 1 in the pertinent regulation © illustrates 
the Treasury concurrence.°’ There does not seem to be reason for any 
doubt that this exchange is always a recapitalization, although questions 
might be raised as to whether the obligations are “securities.” 

11. Until recently the Treasury has consistently taken the position that 
an exchange of bonds for bonds isnot a reorganization but a mere “re- 
financing.” °* With the exception of one special situation, the courts have 


53 Redford Lumber Co., 47 B.T.A. 1046 (1942); Clarence J. Schoo, 47 B.T.A. 459 
(1942) Nonacq., 1942-2 Cum. Butt. 31, appeal dismissed, 1st Cir. Mar. 29, 1943; Annis 
Furs, Inc., 2 T.C. 1096 (1943) Acq., 1944 Cum. Butt. 21; Arthur J. Hooks, 3 TCM 899 
(1944). 

54107 F.2d 390 (2d Cir. 1939), reversing 39 B.T.A. 143 (1939). 

55 E.g., Burnham v. Comm’r, 86 F.2d 776 (7th Cir. 1936), affirming 33 B.T.A. 147 
(1935), cert. denied, 300 U.S. 683 (1936) (holding notes to be “securities” ) ; Comm’r v. 
Capento Securities Corp., 140 F.2d 382 (1st Cir. 1944), affirming 47 B.T.A. 691 (1942) 
Nonacq., 1943 Cum. Butt. 28 (also holding, in the lower court, that a surrender was a 
separable transaction) ; 375 Park Avenue Corp., 23 B.T.A. 969 (1931) Acq., X-2 Cum. 
Butt. 70 (1931) ; Liquid Carbonic Corp., 34 B.T.A. 1191 (1936) ; Hummel-Ross Fibre 
Corp., 40 B.T.A. 821 (1939) Acq., 1940-1 Cum. Butt. 3; Potter & Rayfield, Inc., 5 TCM 
119 (1946). See also Hoagland Corp. v. Helvering, 121 F.2d 962 (2d Cir. 1941), affirming 
42 B.T.A. 13 (1940), where the second of the two exchanges involved was of this type. 

56 Reg. 111, Sec. 29.112(g)-2. 

57 For earlier evidence of the Treasury’s position, see Reg. 45, Art. 1563; Mim. 3156, 
II-2 Cum. Butt. 24 (1923); LT. 2216, IV-2 Cum. Butt. 19 (1925); LT. 2347, VI-1 
Cum. Butt. 86 (1927) (last paragraph). 

58 E.g., 1.T. 2035, III-1 Cum. Butt. 55 (1924). 
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held, with equal consistency, that these transactions are recapitalizations,®® 
and the decisions seem to provide a firm basis for future tax advice, par- 
ticularly in view of the Bureau’s recent concession that an exchange of this 
kind may sometimes be a recapitalization. 

The exceptional situation occurs when the obligor is a municipality or 
other local governmental unit. In such cases there is a distinction drawn, 
depending on state law, so that the transaction may be tax-free, but it is 
never a recapitalization, since the courts seem to feel that Congress did not 
intend to cover these exchanges. Thus, in Emery v. Commissioner © it is 
said that section 112(g) (1) (E) cannot apply to cities because the other five 
clauses of section 112(g) (1) cannot, the Court apparently thinking that a 
contrary holding would destroy the unity of the section. There is a strong 
dissent by Judge Chase, who finds the inapplicability of the five other 
clauses no reason for the majority’s conclusion. An argument could be 
made also that the other clauses can apply to cities. Cities have been 
known to merge or consolidate—New York City is the result of the 
merger of what was once the City of Brooklyn with the old, smaller City 
of New York—and a court might feel differently about this situation if 
confronted with a case involving an exchange of the bonds of the merg- 
ing city for those of the surviving one. What few cases there are in this 
area, however, are unanimous the other way.™ 

As mentioned above, the transaction may be tax-free, nevertheless de- 
pending on state law. This follows from the theory that a tax is imposed 
on income “realized” on a “sale” or “exchange.” In some cases state law 
treats the refunding as merely a continuance of the previous obligations, 
and in these cases it is held that there is no “exchange” and hence no tax. 
Category 11, therefore, must be summarized in this manner: If the obli- 
gations are those of a private corporation, there is a recapitalization; if 


59 Comm’r v. Neustadt’s Trust, 131 F.2d 528 (2d Cir. 1942), affirming 43 B.T.A. 848 
(1941) (It is reported that the Commissioner has acquiesced in 1951. This may indicate 
a change in the Bureau’s position.) ; Comm’r v. Edmonds’ Estate, 165 F.2d 715 (3d Cir. 
1948), affirming 5 TCM 668 (1946) ; James G. Miller, 3 TCM 230 (1944) ; Pan-Ameri- 
can Trust Co., 4 TCM 555 (1945), appeal dismissed, 2d Cir. Mar. 13, 1946; Mutual Fire & 
Inland Insurance Co., 12 T.C. 1057 (1949) ; Walter Bachrach, 8 TCM 373 (1949), aff'd, 
182 F.2d 261 (7th Cir. 1950) ; Margaret Washburn Hunt, 8 TCM 902 (1949). Cf. Edgar 
M. Docherty, 47 B.T.A. 462 (1942) Nonacq., 1942-2 Cum. Buti. 24, remanded without 
opinion, 1st Cir. Jan. 12, 1943 (implied holding on an exchange not in issue). 

60 166 F.2d 27 (2d Cir. 1948), affirming 8 T.C. 979 (1947). 

61 For another recent decision, in addition to Emery, see Girard Trust Co. v. United 
States, 166 F.2d 773 (3d Cir. 1948), affirming 69 F. Supp. 874 (E.D. Pa. 1946). 

62 Mutual Loan & Savings Company of West Palm Beach, Fla. v. Comm’r, 184 F.2d 
161 (Sth Cir. 1950), reversing 8 TCM 203 (1949); City Bank Farmers Trust Co. v. 
Hoey, 52 F. Supp. 665 (S.D. N.Y. 1942), aff’d per curiam, 138 F.2d 1023 (2d Cir. 1943) ; 
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they are those of a governmental body, there is no recapitalization, but the 
transaction may be tax-free anyway if, under applicable state law, there 
is a mere continuation of the preexisting obligation rather than an exchange 
of one thing for something materially different. 

5. In the exchange of stock for stock and obligations, there occur the 
difficulties which might have been expected in category 4 but which there 
failed to materialize. The earliest decision found was Kirby, reversed 
on other grounds, this point being expressly affirmed in an opinion “ 
which held (in the third issue in the case) such an exchange a recapitaliza- 
tion. The next decision in this field was Morainville.® That case involved 
two exchanges, each of which can be viewed in two ways. The possible 
interpretation which is here relevant involves an exchange of the old first 
preferred stock and the accrued right to back dividends thereon ® for 
new Class B preferred stock and debentures. The Board held that the 
entire transaction, of which this exchange was a part, was not a recapi- 
talization. It is not clear, of course, that the categorization which we are 
here using was the reason. Moreover, the Board overruled the decision 
before long, and it was also reversed on appeal.°* The former circum- 
stance does not supply a clear answer that this exchange is a recapitaliza- 
tion, since the overruling decision was not a category 5 exchange. The 
reversal on appeal, however, is some authority since, in addition to hold- 
ing the entire transaction to be a recapitalization, it dealt with the ques- 
tion of the application of the “boot” provisions and held that no part of 
what was received on this exchange was taxable. In the language com- 
monly used by the courts, this amounts to holding that the debentures were 
“securities” ; from our point of view it is a holding that an exchange of 
type 5 is a recapitalization. 


Motor Products Corp., 47 B.T.A. 983 (1942), aff’d per curiam on the reasoning below, 
142 F.2d 449 (6th Cir. 1944) ; Truman H. Newberry, 4 TCM 589 (1945). The Newberry 
case also held that an exchange of the bonds of a parent company for those of its 
subsidiary is not a recapitalization. 

63 35 B.T.A. 578 (1937) Acq. on other issues, 1938-1 Cum. Butt. 17, Nonacq. on this 
point, 1938-1 Cum. Butt. 47. 

64102 F.2d 115 (Sth Cir. 1939). 

65 46 B.T.A. 753 (1942). 

66 There is a substantial question whether such rights are “stock” interests or creditor- 
“obligation” interests. Probably they are of an intermediate and, thus far, unnamed 
nature. See the discussion of the terminology problem, supra. The nature of the interest 
may vary with the terms of the preferred stock contract, the corporation charter, and 
the state law. For the moment, it is assumed that the interest is “stock.” This assump- 
tion is necessary also in the Kirby case supra. 

67 Knapp Monarch Co., 1 T.C. 59 (1942), note 48 supra. Two judges concurred in the 
result but thought Morainville should be distinguished rather than overruled. 

68 135 F.2d 201 (6th Cir. 1943). 
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The next case, chronologically, was Docherty.” It was there held that 
debentures were “securities,” and that an exchange of par common for no 
par common and debentures was a recapitalization. The Hooks case” 
said the same.” 

At this point, there was a fairly clear line of authority substantially 
upholding this class of exchange. Then came Bazley. It will be recalled 
that the exchange was of common for common and debentures, and that 
it was held not to be a recapitalization. The debentures were held to be 
the “equivalent of cash” and not “securities.” This case was followed in 
Heady v. Commissioner,” another class 5 decision. There is, therefore, 
a real conflict of authority in this category. 

There are several possible alternative conclusions. First, it may be said 
that the two most recent cases, Bazley and Heady, have reversed the field, 
have in effect overruled the relevant holdings of Morainville, Docherty, 
and Hooks, and have sustained the Bureau’s objections to the shift from 
an equity position to a creditor position. The difficulty with this analysis 
is that it would amount to saying that all obligations—or at least all 
debentures—are “boot” and not “securities,” which Bagley did not say. 
Moreover, if that were correct, it would overturn the decisions in several 
other categories where obligations are received ** and, perhaps, where they 
are given as well."* This would be reverting to theoretical analysis of 
what the Court said, which we have already found to be somewhat futile, 
let alone inconclusive, in this case. Furthermore, if Bazley applies to 
recapitalizations only, this might be creating a difference favorable to other 
kinds of reorganizations by allowing them exchanges which are barred 
in recapitalizations. No logical reason has been found for this result. 
Secondly, Bazley might be distinguished on any one of many grounds,” 
such as, for example, the fact that the petitioners were the sole stock- 
holders. If Heady does not fit the distinction selected, it may be thought 
to have interpreted wrongly what Bazley said or held. 


89 47 B.T.A. 462 (1942) Nonacq., 1942-2 Cum. But. 24, remanded without opinion, 1st 
Cir. Jan. 12, 1943. 

703 TCM 899 (1944). 

71 The Hooks case involved several petitioners. The transactions referred to here are 
raised by the petition of one Clayton. In addition to preferred stock he gave up a back 
dividend claim. See note 66 supra. He received new preferred and debentures, and it was 
held to be a recapitalization. See also Russell C. Gregg, 4 TCM 466 (1945), involving 
the same facts. 

72 162 F.2d 699 (7th Cir. 1947), affirming 4 TCM 800 (1945). 

78 The decisions in note 53 supra, for example. 

74 The courts have assumed that the word “securities” must mean the same thing on 
both sides of the exchange. E.g., Neville Coke & Chemical Co. v. Comm’r, 148 F.2d 599 
(3d Cir. 1945), cert. denied, 326 U.S. 726 (1945). But see Griswold, supra note 9. 

7 See pp. 347 supra. 
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No matter what explanation is adopted, it cannot be asserted with cer- 
tainty at this date that a type 5 exchange is a recapitalization. While we 
may feel it safe to gamble that Bazley has not affected other categories, 
we cannot ignore the decision in its own backyard. We may be cer- 
tain that not all exchanges of stock for stock and obligations will fail to 
qualify, but until the Supreme Court clarifies this particular field, con- 
templated transactions had best be kept out of this mold.” 

6. Where stock and property are received in exchange for stock, the 
courts do not have the difficulties which are found in class 5. In all prob- 
ability this is because they are given no opportunity to confuse the issue 
of the existence of a recapitalization with the issue of what constitutes 
“boot.” The “property,” of course, is taxable under section 112(c), but 
the authorities are unanimous in upholding the recapitalization.’ The 
Treasury has concurred for a long time."* No obstacles to reliance on this 
situation have been found. 

7. Although they are less serious than in class 5, there are some doubts 
about the exchange of stock for obligations and property. For one thing, 
it is conceivable that Basley might be applied. For another thing, this 
situation naturally invites “continuity” and “securities” language. Only 
two cases have been found dealing with a total of three exchanges of this 


76 Actually, although Bazley said that there was no recapitalization, it did not necessarily 
so hold. If it could be shown that the value of the stock received alone exceeded the 
value of the stock given up, since only the debentures were taxed, the holding would be 
a recognition of a recapitalization and merély the taxation of the “boot.” This is specula- 
tive, of course, but an argument along these lines, not necessarily addressed to Basley, 
will undoubtedly be made before long. 

77 Comm’r v. Estate of Bedford, 325 U.S. 283 (1945) ; Hellman v. Helvering, 68 F.2d 
763 (D.C. Cir. 1934) (affirming an unreported B.T.A. decision); R. D. Walker, 34 
B.T.A. 983 (1936) Acq., XV-2 Cum. Butt. 25 (1936) (“boot” was the cancellation of an 
indebtedness to the corporation) ; Millicent Turle Roelker, 39 B.T.A. 967 (1939) Acq., 
1939-2 Cum. But 32 (which also involved a merger) ; J. Weingarten, Inc., 44 B.T.A. 
798 (1941) Nonacq. on this point, 1941-2 Cum. Butt. 24, Acq. on other issues, 1941-2 
Cum. Butt. 13, appeal dismissed, 5th Cir. 1942. [There was also an exchange of stock for 
cash (class 5 in note 34 supra) which was also said to be part of the recapitalization. The 
cash was taxable under section 112(c), of course. Similar cases are Chester A. Souther, 
39 B.T.A. 197 (1939) and Elmer G. Biechler, 40 B.T.A. 184 (1939), if the intermediate 
corporate entities are recognized.] In Knapp Monarch Co., note 48 supra, one of the 
exchanges held to be part of the recapitalization was of this class. In Morainville v. 
Comm’r, note 68 supra, the exchange actually before the Court was also of this kind—on 
the same assumption about the nature of dividend claims made in note 66 supra. 

78 E.g., 1.T. 1833, 11-2 Cum. Butt. 25 (1923) which held that a reduction in par and a 
cash distribution in the amount of the reduction was a recapitalization. (The consequences 
of the holding were different, since Sec. 202(e) of the 1921 Act, which treated “boot” 
differently, was in force.) The inarticulate assumption is that the exchange is really of 
stock for stock and cash. Judge Magruder expressed and approved this idea in Bass v. 
Comm’r, 129 F.2d 300 (1st Cir. 1942), note 48 supra. (The Bureau has questioned 
the assumption at least once. G.C.M. 8175, IX-2 Cum. Butt. 134 (1930).) 
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nature. The first is Terhune,”® where the “first issue” involved an ex- 
change of stock for debentures and cash. The Court said that this was a 
recapitalization but that it was also a partial liquidation, and applied sec- 
tion 115, not section 112(c). The “fourth issue’ in the same case in- 
volved an exchange of stock for notes and cash. Again the Court called it 
a recapitalization, but again the act belied the word. The issue was whether 
or not the note was a “security.” The Court treated that question as one 
of fact, to be decided upon the exact terms of the note in each case, and 
held that this one was not a “security” because the taxpayer had not sus- 
tained the burden of proving the contrary. It will be noted that the doubts 
stem from the fact that although the Board called both exchanges recapi- 
talizations, in neither case was the label of any significance in determining 
the result. 

The other case—the only clear one in this category—is Crofoot,®° 
which seems to be well-reasoned and likely to endure.“ That was a case 
of preferred for notes and cash. The Commissioner argued that it was 
a partial liquidation, that the notes were not “securities,” that there was 
no “continuity,” and that a tax should be imposed on the difference be- 
tween the sum of the cash and the market value of the notes and the basis 
of the preferred stock. It was held that the transaction was a recapitali- 
zation and only the cash was taxable. The notes were registered, long- 
term, and callable. No inquiry was made into whether the petitioner had 
control of the corporation, but presumably he did not. The case is there- 
fore distinguishable from Bagley on several counts and, though such dis- 
tinctions would be unreliable in category 5 (Bazley’s home field), it is 
probable that in this class of situation the worst that may be expected is 
an inquiry into whether the obligation is a “security.” It may be supposed 
that at least to the extent that “securities” are involved, this kind of ex- 
change constitutes a recapitalization. 

8. The only case found which is squarely within category 8 is Globe- 
News Publishing Co., Inc.8* There preferred stock and back dividend 
rights ** were exchanged for new preferred, common, dividend scrip, and 
cash, the total of the latter two equalling the amount of the back dividend 
rights. The controversy was about the treatment of the scrip, which was 
clearly a binding legal obligation.** It was held to be a “security” and the 
transaction a recapitalization. 


7940 B.T.A. 750 (1939) Acq., 1940-1 Cum. Butt. 4. 

804 TCM 97 (1945). 

81 In the author’s opinion; some eminent practitioners disagree. 

823 T.C. 1199 (1944). 

83 See note 66 supra. The assumption is continued. 

84 Since the issue in the case was the “dividends-paid” credit of the corporation, it was 
the taxpayer who asserted that the scrip was, as a practical matter, cash. 
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The conclusion to be drawn is clear but not very strong. Type 8 ex- 
changes are open to the same objections as are types 5 and 7. Type 5, of 
course, has contrary holdings ; 7 does not. Pending further clarification of 
the scope of Bazley, we may say that at least to the extent that the obliga- 
tions are “securities,” this kind of exchange will pass muster. 

9. It takes a certain amount of imagination to view a stock surrender 
as an “exchange,” yet it is rather consistently treated as such. The Bureau 
has approved surrenders to wipe out deficits * and surrenders for cor- 
porate distribution to creditors in partial payment of their claims in an 
effort to prevent bankruptcy.*® The courts have approved simple sur- 
renders.** Sometimes they speak of them as the converse of stock divi- 
dends and hence within the doctrine of Eisner v. Macomber ; ** sometimes 
they say that no gain has been “realized” and therefore none can be “recog- 
nized.” *° They have also held surrenders effected by real exchanges, such 
as the exchange of common and preferred stock with total par of 100x 
for new Classes A and B stock with total par of 25, to be recapitaliza- 
tions, calling them 75% surrenders. 

An apparently contrary result was reached in Bed Rock Petroleum 
Co.," which was, in substance, this kind of exchange. In form, however, 
the stock was surrendered in exchange for a nominal cash consideration 
of $1 per share,°’ which may explain the difference in the decisions. More- 
over, the case is contrary to the others mentioned above in terminology 
only. Like them, it denied deduction of the loss; like some of them, it 
called the surrender a capital contribution; unlike them, it refused to call 
the exchange a racapitalization. 

There is one situation, however, where the result is really contrary, but 
it will come as a surprise to no one. If the stock is surrendered to some- 
one other than the corporation, an outsider, there is no “corporation a 
party to the reorganization” and hence no reorganization.** It appears 


85 S.M. 4447, V-2 Cum. Butt. 168 (1925). 

86 T.T. 1168, I-1 Cum. Burr. 194-195 (1922). But note the non-acquiescences, note 93 
infra. 

87 Kistler v. Burnet, note 44 supra (the first of the two exchanges involved); Edith 
Scoville, 18 B.T.A. 261 (1929) ; Charles M. Haft, 20 B.T.A. 431 (1930). All three were 
proportionate surrenders by all the holders. Is this essential ? 

88 252 U.S. 189 (1919) ; e.g., Edith Scoville, note 87 supra, at 264. 

89 Charles M. Haft, note 87 supra. These two statements amount to precisely the same 
thing. 

90 Walter F. Haass, note 44 supra. 

9129 B.T.A. 118 (1933). 

92 Type 5, note 34 supra. 

®3 Comm’r v. Burdick, 59 F.2d 395 (3d Cir. 1932), affirming 20 B.T.A. 742 (1930); 
George M. Wright, 18 B.T.A. 471 (1929) Nonacq., IX-1 Cum. Butt. 78 (1930), rev’d on 
a computation issue, 47 F.2d 871 (7th Cir. 1931) ; City Builders Finance Co., 21 B.T.A. 
800 (1930) Nonacq., X-2 Cum. Butt. 83 (1931). 
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to be largely a matter of the form which the transaction takes, since there 
is little real difference between a surrender to creditors to forestall bank- 
ruptcy ** and a surrender to the corporation for distribution to creditors 
for the same purpose.*’ Barring the “outsider” problem, it seems safe to 
say that class 9 transactions are recapitalizations.** 

No cases have been found in another common variation of this situa- 
tion. In creditors’ reorganizations, where the old stockholders are frozen 
out completely, if their stock had any value before, a question might be 
raised as to their right to deduct their losses, but unless they are also 
creditors, “continuity” is so clearly lacking that the deductibility should 
be more obvious than the question. 

12. The one case which has been found in this category, Erdman,*" 
upheld the recapitalization. The fourth issue in that case involved an ex- 
change of notes and open account claims for long term notes and new 
stock. The Commissioner argued lack of “continuity” and cited South- 
west Consolidated ** in support of his position, but the Tax Court found 
a continuity similar to that in Alabama Asphaltic Limestone.” Those two 
authorities pose the problem and, as far as can be seen, give the scope of 
the answer. To the extent that the creditors’ interests have become “pro- 
prietary” before the exchange, there is a recapitalization. In other situa- 
tions there is no authority either way, and analogy is the only approach. 
The similarity to category 5 suggests that Bazley may be the controlling 
analogy where the Asphaltic reasoning is inapplicable. 

13. The sole authority in this group is a rather old case, Turner Falls 
Power & Electric Co.*°*° The exchange was of two sets of notes for stock 
and real and personal property. The Court actually decided three issues: 
first, that one of the sets of notes, which had a cost basis of zero, was not 
to count as of any value on the “given” side; second, that back interest 
long known to be uncollectible was not to count as “given” either; and 
third, that the exchange was a recapitalization, so that the property re- 
ceived was taxable as “boot’’ rather than as a dividend in kind. Despite 
the paucity of precedent, the ease with which the property can be dis- 
tinguished from stock suggests here, as in class 6, that there is no reason 
to doubt the continuing soundness of this result. 


94 George M. Wright, note 93 supra. 

®5 1.T. 1168, note 86 supra. 

96 One caveat may be in order. All the class 9 cases involved loss. If one can con- 
ceive of gain on a stock surrender (perhaps by the value of the retained stock being 
enhanced by more than the value of the stock given up), it is also conceivable that the 
courts might be inconsistent when faced with such a case. 

975 TCM 63 (1946). 

°8 Note 7 supra. 

99 Note 7 supra. 

10015 B.T.A. 983 (1929). 
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14. There is no evidence that the “continuity” problem has been an 
obstacle in the exchange of obligations for obligations and property. One 
case involved the giving up of mortgage bonds and accrued interest there- 
on in exchange for mortgage bonds, income bonds, and cash.*** The 
Commissioner asserted that a tax was due on the excess of the value of 
everything received over the face amount of the old bonds. The Court 
thought otherwise, however, and sustained the taxpayer’s contention that 
only the cash was taxable. A more recent decision *”’ likewise sustained an 
exchange of bonds for bonds and cash as a recapitalization. As with 
class 7, we may anticipate some inquiry into what obligations are “securi- 
ties,” but other than that, there seems to be no difficulty with this category. 

15. No cases ruling on this kind of exchange have been found. The 
analogies which seem appropriate are to types 8, 12, 13, and 14. The 
conclusion to be drawn therefrom, clearly but not strongly, is that this 
kind of exchange is a recapitalization. The taxability of the obligations 
as “boot” is unlikely, but is certainly possible if the “securities” learning 
is held to be relevant. The existence of a clear dividing line between 
property, on the one hand, and stock and obligations, on the other hand, 
decreases the likelihood of trouble with the treatment of the obligations.*” 

16. No cases have been located which deal with this surrender situation, 
but it seems perfectly analogous to category 9. It is believed that the 
conclusions there reached, including the distinction made as to surrenders 
to outsiders, may validly be applied here.*”* 

17. This exchange, stock and obligations for stock, seems to be clearly 
a recapitalization. The one case in the area, Hoagland Corp. v. Helver- 
ing,’ so held. No plausible analogy suggests otherwise. Classes 1, 2, 3, 
and 10 indicate that no objection can be raised to what is given if, revers- 
ing their past tendencies, the courts should consider this question seriously. 
The shift in position is from the creditor end of the scale towards the 
equity end, which the Bureau generally concedes to be a reorganization. 
There is no reason to believe that on the “giving” side of the exchange 
the definition of “securities” will cause any difficulties. 

18. There is considerably more room for doubt here, where the shift 
is to a wholly creditor position. The Bureau is less favorable. If back 
dividend rights or call premium rights are obligations, there is one de- 
cision in this area,*°® and it approves the transaction as a recapitalization. 


101 Koppers United Co., 2 TCM 87 (1943). 

102 Sheip Manufacturing Co., 8 TCM 673 (1949), appeal dismissed (nolle prosse), 3d 
Cir. Feb. 27, 1950. 

108 See the discussion of category 6, supra. The reasoning is somewhat similar. 


104 See, however, note 96 supra. 
105 Note 55 supra. The first of the two exchanges was of this kind. 


106 Leila S. Kirby, notes 63 and 64 supra. 
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Otherwise there are no decisions in the field. Probably the closest analogy 
on the receiving side is type 4, which is also a “more creditor” shift. The 
giving side is much like type 17, but more likely to be questioned because 
of the direction of the change in position. 

19-23. The few cases which have been found in these categories pro- 
vide no reason to question the tax exemption of the exchanges, but they 
all antedate Bazley, so that the difficulties in class 5 and the resulting 
questions raised in 4, 7, 8, 12, 14, and 15 must be considered relevant. 
It is unlikely that they control, but they cannot be ignored. There are 
two cases supporting a class 19 exchange,*” and two doing the same for 
class 20.*°° The logical conclusion, that these determine type 22 as well, 
is supported by two decisions.*° 

More difficulty is experienced with category 21, where no authorities 
have been located. The analogy to 14, where the cases support the recapi- 
talizations, is strong logically,*° but the alteration in the nature of the 
interest is more clearly away from “equity.” In consequence, despite the 
absence of concrete obstacles, class 21 must be marked doubtful, at least 
unless the obligations are clearly “securities” and the “business purpose” 
is unimpeachable, considerations which do not assist our kind of analysis. 

In class 23, despite the same absence of precedent, the opposite con- 
clusion is suggested. The sole analogies are to 9, in which a clear rule was 
found, and to 16, which lacked decisions. No objection can here be 
asserted which was not equally applicable in these categories.* What 
was there said is a propos here, and no reason for a difference in result 
seems persuasive. 

24-32. These categories have one thing in common: they all involve 
giving, among other things, property. This suggests that at least to the 
extent that the property is the main consideration, these transactions are 
in the nature of purchases. The only case which has been found in class 
247” involved a situation peculiarly apt to be regarded as a purchase, 
since the old stock had already been declared void and it was not physically 


107 If back dividend rights are obligations; see note 66 supra. Arthur J. Hooks, notes 
70 and 71 supra (the Clayton exchanges, note 71 supra) ; Morainville v. Comm’r, note 68 
supra (the exchange of the first preferred). 

108 On the same assumption as to the nature of back dividends. Morainville v. Comm’r, 
note 68 supra (the exchange of the second preferred) ; Skenandoa Rayon Corp., 42 
B.T.A. 1287 (1940), aff'd, 122 F.2d 268 (2d Cir. 1941). 

109 On the same assumption as to the nature of back dividends. South Atlantic Steam- 
ship Line, 42 B.T.A. 705 (1940) Acq., 1941-2 Cum. Butt. 12; Globe-News Publishing 
Co., Inc., 3 T.C. 1199 (1944) ; note 82 supra. 

110 Including the question as to the effect of Basley. 

111 But see note 96 supra. 

112 Estate of C. T. Grant, 36 B.T.A. 1233 (1937) Acq., 1938-1 Cum. Butt. 12 (state 
bank reorganization after failure). : 
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given up.** The taxpayers were permitted to deduct their losses, which 
tends to support the general conclusion suggested above. 

Only one other decision in any of these categories has been located, and 
that is type 32.*** The exchange there involved amounted, in substance, 
to the surrender of stock, bonds, other claims, and cash, in return for 
new stock and bonds, all pursuant to court order in a bankruptcy (section 
77B) proceeding. This was held to be a recapitalization, and both loss and 
bad debt deductions were denied. While reliance on the Court approval 
would be misplaced, a possible distinction suggests itself. The things 
“given” were primarily stock and obligations; the cash was relatively 
incidental, both in amount and the form which the transaction took. It 
is not inconsistent for courts to sustain such recapitalizations while deny- 
ing that status to transactions amounting, in substance, to purchases. It 
is believed that this conclusion is valid, although it is nowhere expressly 
supported, and it is about all that can be said about these kinds of “ex- 
changes.” 

33-35. The remaining three categories are all examples of the age-old 
ambition to get something for nothing, or, in our terminology, to give 
nothing for something. The only decision which has been found, which 
might be deemed a ruling on this kind of “exchange,” is Koshland v. 
Helvering.** There the taxpayer bought preferred stock and later received 
a dividend on the preferred in common stock. Upon the later redemption 
of the preferred, the issue was whether its basis was cost or some lesser 
amount which would result from the apportionment of cost between the 
preferred and the common. The latter would be, impliedly, a holding that 
the dividend was a recapitalization for practical purposes,**® since it would 
entail the same consequences as would a recapitalization. Although the 
Ninth Circuit Court of Appeals swallowed this argument, neither the 
Board nor the seven-judge majority of the Supreme Court thought that 
what was obviously a dividend could be so treated. The latter Court said 


118 That there was no physical surrender of the old certificates is probably unimportant 
(see Judge Magruder’s dictum in Bass v. Comm’r, note 78 supra), but the fact that the 
old stock had been voided makes it questionable whether the case belongs here or is really 
an illustration of category 19, note 34 supra, which is clearly a mere “purchase.” (It may 
be mentioned that at least one purchase has been called a recapitalization. See Gladys 
Bilicke, 20 B.T.A. 784 (1930) Nonacq., X-1 Cum. Bu.t. 74 (1931), under Sec. 202(c) of 
the 1921 Act.) 

114 United Gas Improvement Co. v. Comm’r, 142 F.2d 216 (3d Cir. 1944), affirming 
47 B.T.A. 715 (1942), cert. denied, 323 U.S. 739 (1944). 

115 208 U.S. 441 (1936), reversing 81 F.2d 641 (9th Cir. 1936), which rev'd 33 B.T.A. 
634 (1935). 

116 Strictly speaking, it would be a holding that the stock dividend was not taxable 
under the statute (not on constitutional grounds) and that the statute required an appor- 
tionment of the basis. This result is the same as that which would follow from holding 
it to be a recapitalization. 
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that the common stock was income within the meaning of the Sixteenth 
Amendment, whether or not Congress had imposed a tax; consequently, 
the Treasury’s attempt to apportion the cost basis, if sustained, would 
have had the effect of converting the income tax on the later redemption 
into a capital levy, which was totally unauthorized.” 

Logically, these three classes are dividends. They may be dividends 
in kind or stock dividends and if the latter, they may be taxable or non- 
taxable ; they may, under some circumstances, have the same ultimate effect 
as recapitalizations, but the term is stretched and nothing is accomplished 
by calling them such. 

In the entire discussion of the categories, one logical inconsistency will 
have been noted by the reader. Most of the Bazley opinion purports to 
deal with the question of the existence of a recapitalization; the “boot” 
point is clearly an alternative ground. We have worried throughout about 
the risk that “obligations” would be held to be “other property” as con- 
trasted with “securities,” and that such a holding would be the cause of a 
further holding that the transaction is not a recapitalization. But we have 
not bothered at all about the possible application of Bazley to exchanges 
involving things which are clearly property and concededly not “securi- 
ties.” No rational reason for this treatment can be given, but it is the 
universal view. It can be supported by the reductio ad absurdum argu- 
ment that the only alternative is the conclusion that the existence of any 
“boot” requires a holding that the transaction is not a recapitalization. 
This must be wrong or section 112(c) is completely repealed. 

Much of the practical substance of the foregoing may be summarized 
in a short table. In each case, however, the one-or-two-word description 
should have “probably” prefixed to it. 


TABLE—SuM Many 218 


Type 1. Always. Type 13. Always. 
“2. Always. “ 14. Securities—but. 
“« —_ 3.-—~ Always. “ 15. Securities—but. 
“ 4, Securities—but ; “ 16. Always. 
Basley. “ 17. Always. 
“« 5. Basley. “ 18. Securities—but. 
“6. Always. “« 19. Bazley—but. 
“ 7. +Securities—but. “ 20. Bazley—but. 
“« 8. Securities—but. “ 21. Securities. 
“« 9. Always. “ 22. Bazley—but. 
“ 10. Always. “23. Always. 
“11. Always. “ 24-32. Distinction. 
“12. Distinction. “ 33-35. Never. 


117 Justices Stone and Cardozo dissented. G 
118Tn this table the following terms have the meanings indicated: (Continued on the 
following page.) 
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III. TENTATIVE CONCLUSIONS 


It will be noted that in eleven classes, including some of the most com- 
mon exchanges, there is little doubt of a valid recapitalization. It is not 
suggested that this in and of itself will persuade a court, but it may assist 
the lawyer to decide in a minimum of time that he will be able to persuade 
a court if it should become necessary for him to do so. A similar saving 
of time may be effected in the ten categories where a fairly clear distinc- 
tion has been discerned, as well as in the three situations in which we have 
concluded that the exchange is never a real recapitalization. 

The remaining eleven exchanges involve a greater or lesser element of 
doubt, which each practitioner ultimately will have to resolve for him- 
self—unless or until further light is shed on the subject. These doubts 
generally stem from only two sources: the meaning and scope of the 
Basley opinion; and the difference between the word “obligations,” as we 
have used it, and the word “securities,” as construed by the courts. No 
“business purpose” problem intrudes upon this method of analysis. 

Perhaps future decisions, collected and categorized by the reader, will 
settle some of the remaining areas of ambiguity and doubt. Since they 
will all be post-Bazley, they may strike at either or both of the sources of 
difficulty. Beyond the limits of effectiveness of these few suggestions, 
there is little that the individual can contribute toward any further solution. 

The courts or Congress can provide complete solutions, however, if 
they are so inclined. They can do this by throwing overboard all tests not 
derived from the proper clauses of the present statute. It is submitted that 
there is neither need nor reason for the “business purpose” test, and except 
as “securities” will be treated infra, the same is true of the “continuity of 
interest” test. These tests should not be clarified; they should be over- 
thrown. Moreover, since the six clauses of section 112(g)(1) are 
alternatives, no principle derived from any one clause or from any com- 
bination of the clauses should be carried over into another alternative. 

The statute treats separately the two questions, what is a reorganiza- 
tion, and what consequences follow from the determination that a trans- 
action is a reorganization. The courts should keep them entirely separate. 
Always—Always a recapitalization. 

Never—Never a recapitalization. 

Basley—A recapitalization if, but only if, Basley is not deemed to require otherwise in the 
particular case. 

Securities—A recapitalization to the extent, but only to the extent, that the obligations 
involved in the particular case are “securities.” 

Distinction—The cases in this category may be divided into more than one group, each 
of which can be marked either “always” or “never,” the groups being identified ac- 
cording to a fairly clear distinction. 

Uncertain—It is not clear which of the preceding conclusions is applicable. 


But (following “Basley” or “Securities” )—The indicated obstacle or limitation is unlikely 
to apply. It is merely too great a possibility to be ignored completely. 
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Where, for example, section 112 provides that gain or loss shall not be 
recognized in a certain kind of exchange “pursuant to a reorganization,” 
the decision whether the specified kind of exchange has taken place must 
be entirely divorced from the inquiry into whether or not a reorganization 
has taken place. 

That the courts have failed to keep the two things separate is under- 
standable, particularly when dealing with recapitalizations. The only 
definition of “recapitalization” that has ever been generally accepted, and 
it has never been precise, has been in terms of certain kinds of exchanges. 
It follows almost inevitably that we should be dealing with “exchanges” 
at two different points—in determining whether or not we have a recapi- 
talization, and in passing on compliance with section 112(b) or (1). In 
the former “securities” logically is, and in practice should be, totally 
irrelevant. The “obligation” concept used herein is far preferable for this 
purpose. Once it has been found that there has been a recapitalization 
pursuant to which the exchange in question has been made, the section 
112(b) issue can be decided independently. Here the definition of the 
word “securities” may be important—at the very point where the statute 
inserts the word. So restricted, the concept may be valuable. 

“Business purpose’’ necessarily cuts across this distinction. The courts 
have said both (a) that it is a requisite to the existence of a reorganiza- 
tion, and (b) that it is a requisite to the qualification of the particular 
exchange. Logically, if retained, it can apply to either or to both, just as 
the courts have applied it in the past. But the need for the doctrine arose 
from the confusion of the two parts of the statute. If they are treated 
separately, and if each part is precise enough for its own purposes, what- 
ever argument once supported the use of the test disappears and it should 
be abandoned. 

The same thing is true of the “continuity” concept in its theoretical 
form.**® It is required before there can be a recapitalization, and it is 
required of the particular exchange. If the two are separated and ade- 
quately defined, the need for this doctrine vanishes also. 

We are left, then, with two definitional problems instead of one: the 
question is whether we can adequately define both (a) “recapitalization,” 
and (b) the exchanges pursuant thereto which will qualify. 

(1) The term “recapitalization” can be defined precisely by either the 
Supreme Court or Congress. Both the foregoing analysis of the present 
state of the law and a consideration of the role which the definition will 


119 J.¢,, the idea of a continuing interest being a necessary element of a reorganization. 
Unlike “continuity” in practice, which is an alter ego of the “securities” difficulty, this 
idea may be thought of independently of “securities.” There is little room for the inde- 
pendent thought to be applied in practice however. : 
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play suggest something along these lines: Any transaction involving the 
giving to the corporation of any one of the six possible “things” (other 
than “nothing” ) shown on our chart in exchange for any one of the same 
six things (excepting only those possibilities which include “property” 
on both sides of the exchange) or any transaction involving any combina- 
tion of such exchanges should be a recapitalization.**° It is assumed, of 
course, that the definition is so worded as to be applicable only to those 
transactions where all the stocks and obligations involved as such** are 
those of “the corporation” which is being recapitalized, and that the ex- 
change is made between the holders and that corporation. It is submitted 
that such a definition would be clear and easy to apply. There could be 
little argument about whether or not a recapitalization had taken place. 

(2) The more difficult problem is now pushed into the section 112(b) 
and section 112(1) area, where the “exchanges” which bring about cer- 
tain consequences if they are made pursuant to a plan of reorganization, 
are Congressionally defined. A serious objection to any amendment of 
these sections based on the foregoing findings or on any reasoning derived 
exclusively from the recapitalization field, is that they apply equally to all 
kinds of reorganizations. If it be thought that the present state of the law 
is satisfactory in relation to the other kinds of reorganizations, an argu- 
ment could be made in favor of setting up a 112(b)’ and a 112(1)’ for 
use in recapitalizations only. Aside from the practical difficulties of such 
a procedure, the premise is rather doubtful; other reorganizations have 
their problems too and the law governing them is not, in the writer’s 
opinion, in a state worthy of commendation. 

The definitions of the various qualifying exchanges must then be 
revised. Laying aside the question of the effect on other reorganizations, 
either a new term such as “corporate obligations” must be substituted for 
“securities,” or the latter must be defined. The former alternative would 
be easier, but it would considerably broaden the present tax exemption 
provisions. If Congress wants to do this—or to do it in part, by specifying 
certain kinds of corporate obligations—there should be little difficulty in 
the future. The courts would get a fresh start and, as was asserted earlier 
herein, courts do not intentionally frustrate legislative intent. 

If there is to be no extension of the existing scope of the pro- 
visions, a description or enumeration of certain kinds of obligations 
must be used either as a substitute for “securities” or, more probably, 


120 J.¢., all the categories shown on the chart on page 353, except 9, 16, 23, 33, 34, and 35. 
It is suggested that separate provision should be made for 9, 16, and 23, if they are to 
continue to receive preferential treatment (which probably they should), since they 
distort the otherwise symmetrical definition. Alternatively, the definition may include 
“nothing” on the receiving side but not on the giving side. 

121 Jn contrast to being involved as property. 
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by way of definition thereof. Much of the concern which the judges have 
expressed in their decisions would be of inestimable value in drafting 
such a definition. Ultimately, that definition would have to say three 
things: (a) whether or not it is necessary that the “securities” be secured ; 
(b) whether or not the term of the “securities” is relevant and, if it is, 
where the line shall be drawn; and (c) whether any particular kind of 
“security” or any particular kind of interest represented by a “security” 
is required. The most difficult problem would be the description of the 
kinds of securities or interests required, if both (a) and (b) are answered 
in the negative. This would hinge on the precise scope to which the tax 
exemption is to be limited, of course, but it would not be subject to the same 
difficulties of expression which have plagued us in the past, because it 
would not be an attempt to define “recapitalization.” If this approach is 
adopted and the resulting amendments are well thought out and simply 
stated, the entire reorganization field would be greatly benefited. It is 
believed that the statute then might be construed literally. 

Until something like this is done, however, it will continue to be neces- 
sary to argue in terms of the old doctrines. Meanwhile, our analysis of 
the results in decided cases may serve as a fairly reliable crystal ball. 
Predictability, the goal of this paper, may be greatly enhanced by the 
adoption of this categorized “fact approach.” 








Then And Now 


I. you were to hold a sharp knife to the throat of our Editor-in-Chief 
and demand that he name the one tax practitioner in whose judgment he 
has greatest confidence, he would undoubtedly insist on naming four or 
five ; but if you started moving the knife back and forth until it began to 
draw blood, he would probably be heard to murmur “Harry J. Rudick.” 
It is understandable, therefore, that when he noticed the passing of fifteen 
years since Harry Rudick became a regular teacher of tax law at New 
York University, our Editor-in-Chief journeyed downtown to congratu- 
late him and solicit some “wise saws and modern instances.” The inter- 
view would have been better executed if the Editor-in-Chief had either 
(1) had any previous experience whatever in interviewing, or (2) had 
a larger piece of paper on which to write the replies in his inimitable long- 
hand. We suppose the exciting part will begin when Professor Rudick 
reads the opinions that will be attributed to him here. 


OVER THE GRILLED FLOUNDER, BorLeEp Potato AND PAPRIKA CoRN 


Q How did you happen to begin teaching at N. Y. U. School of Law? 


A You remember Bernhard Knollenberg and I were both in the Lord, 
Day & Lord office. Knollenberg was teaching the tax course at N. Y. U. 
and asked me from time to time to substitute for him. Around 1937 this 
became a regular duty on my part, and soon thereafter Knollenberg left 
our firm to become librarian at Yale. 


Q- So you were the principal tax instructor at N. Y. U. from then until 
1945 when Jerry Wallace joined the faculty? 


A_ Most of the time I was the only one, because the tax curriculum con- 
sisted entirely of my course. The class in those days was made up only 
of graduate students, and in 1937 I should guess that there were about 
thirty of them. It was fun teaching then and it is fun teaching now. 


Q How big are the classes now? 


A My class runs now to about 125 and in all our tax courses the total 
number of students comes to about 450. The increase had been steady 
from 1937 on, and by the end of the war the class had about tripled in 
size. Of course, the G. I. Bill of Rights accounted for a tremendous 
increase. 
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Q Tell me something about the difference in teaching method then and 
now. 


A_ At the beginning we did not use any casebook. In fact, I did not find 
any that seemed suitable until the first appearance of Griswold’s. In those 
days I used to devote about one-quarter of the course to New York State 
taxes, a subject that now belongs to another course. The result is that we 
can devote more time to the federal income tax. As you know, mine is a 
four-hour course (two hours each semester) and I should say three- 
quarters of the course is devoted to the income tax. But the main differ- 
ence between then and now is due to the fact that these days I have quite 
a number of senior undergraduates in my class. 


Q What difference does that make? 


A_ In some respects it is better and in some respects it is not so good. 
Of course, as a general proposition, the undergraduates are younger. 
Sometimes they do not prepare nearly so well as the graduate students. 
The graduate students show a bright, interested attitude because they 
have a direct use for the subject I am teaching and see how it can be em- 
ployed to advantage in their daily work. Some of the undergraduates 
don’t seem to take the course seriously enough. By the way, I have never 
compared the grades, so I really don’t know whether the graduates do 
better on the examinations. 


Q You say some undergraduates don’t seem to take the course seriously ? 
Why? 

A Well, for one thing, it is more difficult for them. The material is un- 
familiar and they don’t seem to know enough about the business world 
to see the connection between what I am teaching and business trans- 
actions ; for another thing, they are taking a number of other courses and 
their interest in tax law suffers from the competition of these other 
courses. It is conceivable that the lack of emphasis on tax questions in 
the bar examinations has something to do with their attitude. 


OvER THE BREAD-AND-BUTTER PUDDING WITH BLUEBERRIES 


Q Well, does all this have any effect on the way you present the course? 


A To some extent. I have simplified the presentation particularly when 
it involves types of business transaction that the undergraduate has not 
run into. For example, I used to be able to take it for granted that every- 
one in the class understood what is meant by “a short sale”; now I have 
to explain. 
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Q It sounds as though you consider the undergraduates a liability. 


A Not a bit! They make the class much more interesting. They are 
naive all right, but they are stimulating; they bring up a lot of new 
approaches because their thinking has not been crystallized by living with 
the developments of the past. I like to have them in the class. 


Q Do you succeed in selling your own ideas to your class? 


A Yes and no. For instance, as you know, I represented the taxpayer 
in the Eubank case; but I never could convince a majority of any class 
that the Supreme Court was wrong in deciding against me. 


OVER THE COFFEE 


Q What good has your part-time teaching done you? 


A In terms of intangibles, it has improved my powers of exposition, 
brought me into contact with other scholars in the field, and compelled 
me from time to time to make some fresh analyses. 


Q And in terms of tangibles? 


A Iam gratified to say that my salary from N. Y. U. today is only 
slightly smaller than it was when I began in 1937. (So saying, Mr. Rudick 
signed the check for our luncheon at the Wall Street Club.) 


Then the two professors parted and went back to their respective 
offices. The Editor-in-Chief tried in vain to compute how many hundreds 
and thousands of tax practitioners owe their basic understanding of the 
subject to what they have learned from Professor Rudick or from some 
former student of his. What an indirect responsibility for advice—good, 
bad, or mixed—he must bear! How much patience it has taken, as class 
followed class, to communicate the elementary idea that although tax 
questions do not have automatic and infallible answers, working answers 
can and must be developed to help the wheels of property and business 
revolve. Finally, the Editor-in-Chief could not avoid feeling thankful 
that so many present and future members of the bar are being influenced— 
in terms of professional and civic ethics—by a man of Harry Rudick’s 
probity, practical judgment, and integrity of character. 

We do not know what Professor Rudick was thinking about on his 
way back to the office, but we suspect that he was wondering whether he 
had been wholly forgiven for what he had done some seven years ago 
when he induced a devoted and unoffending friend to become Editor-in- 
Chief of the Tax Law Review. 
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Notes 


New York State Franchise Tax on Real Estate Corporations—The 
Additional Tax on Dividends Paid. Section 182 of Article Nine of the 
New York State tax law imposes an annual franchise tax upon real estate 
corporations for the privilege of exercising their franchise or holding property 
in the State of New York. The tax is two-fold, consisting of a basic tax paid 
by all corporations which fall within the required classification established by 
the statute, and an additional tax levied upon those corporations which dis- 
tribute dividends during the tax year. The basic tax is imposed upon the 
value of the gross assets employed or situate within the state, at the rate of 
one-fourth of one mill on each dollar of such assets, or ten dollars, whichever 
is greater. The additional tax is levied at the rate of two per cent on such 
portion of all dividends paid during the year as the corporation’s gross assets 
within the State bear to its total gross assets. The purpose of this note is to 
review the situations where dividends were held to have been paid and the 
problems created by the attempt to measure a tax by dividends paid. * 

Excessive Salaries as Dividends. Attempts by corporations to avoid the 
additional tax upon dividends paid have led to the gradual enlargement of 
the concept of a dividend for tax purposes. Questions may arise as to whether 
excessive salaries are in part dividends or whether pensions, leases, and sales 
at a bargain price are in reality concealed dividends. These problems are not 
unique to section 182; analogous questions have been presented under the 
New York State franchise tax on business corporations and under the federal 
income tax. 

It is an established principle that unreasonable salary distributions may be 
recovered for the corporation by a representative suit.2 Furthermore, where 


1 The following states have similar or analogous statutes: 


a. Missouri Intangibles Tax—Mo. Rev. Start. c. 148, §148.250 (1949) provides for an 
annual tax of two per cent of the taxable portion of dividends declared and credited by 
credit unions. 

b. New Hampshire Intangibles Tax—N.H. Rev. Laws c. 78, §3 (1942) provides for a 
tax upon dividends from shares in business or trusts paid to resident individuals. 

c. New Jersey Excise Tax on Utilities—N. J. Stat. Ann. §54: 13-15 provides for an 
additional tax of five per cent on dividends paid in excess of four per cent by dam power 
companies and gas and electric light companies not subject to tax under chapter thirty-one. 

d. Wisconsin Privilege Dividend Tax—Whs. Star. tit. X, c. 71, §71.16 (1949), as 
amended by Wis. Laws 1951, c. 394, provides for a tax of three per cent upon the amount 
of dividends declared and paid out of income derived from property located and business 
transacted within the State of Wisconsin. This tax expires December 31, 1951. 

e. Tennessee imposes a tax of six per cent on income received by residents by way 
of dividends and interest from stocks and bonds. Tenn. Laws 2d Ex. Sess. 1931, c. 20, §1. 

2 Godley v. Crandall and Godley Co., 153 App. Div. 697, 139 N.Y. Supp. 236 (1st Dept. 
1912) ; 212 N.Y. 121, 105 N.E. 818 (1914). 
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the distribution of surplus is in proportion to the stockholdings of the dis- 
tributee and not related to the value of his services, the courts have not hesi- 
tated to look behind the name put upon the distribution and to hold that the 
purported salary distributions were in fact dividends. 

The authority of the Tax Commission to disregard the form of the transac- 
tion has also been affirmed in many cases. Thus, loans made to a parent cor- 
poration by its subsidiaries were held to be dividends and taxable income to the 
parent under the business corporation franchise tax, where the loans were 
unsecured, bore no interest, and were payable at no definite time.* In People 
ex rel. Dauth and Mohr Corp. v. Hennessey,‘ the corporate taypayer formed 
five subsidiaries and transferred large portions of its earned surplus to the 
subsidiaries in exchange for the capital stock of the subsidiaries. The tax- 
payer then distributed the stock of the subsidiaries to the stockholders of the 
parent. The Court held this to be a dividend paid by the parent and taxable 
under section 182. A similar transaction was involved in People ex rel. Queens 
Water Co. v. Travis,® where the parent corporation transferred land, which 
had appreciated in value, to its subsidiary which paid for the land by dis- 
tributing stock of its subsidiary directly to the stockholders of the parent. It 
was held that the difference between the price paid for the land by the sub- 
sidiary corporation and the cost of the land to the parent corporation con- 
stituted a taxable dividend under section 182. In Mercantile Safe Deposit Co. 
v. Sohmer * the taxpayer corporation agreed to the cancellation of a lease, 
which had appreciated in value, in exchange for a cash payment of one million 
dollars and a new lease. Thereafter the taxpayer distributed the cash pro rata 
among its stockholders. The Court sustained the Tax Commission’s determin- 
ation that the difference between the cost of the lease and cash payment 
constituted a taxable dividend under section 182. 

In reliance upon the above cases and others,’ the Tax Commission has 
taken the position that it may treat what it considers excessive or unreason- 
able salary or pension disbursements to stockholders as taxable dividends.* 

Where a distribution of surplus is in proportion to stock ownership, there 
is little doubt that the Tax Commission may hold the distribution to be a 
dividend and tax it as such, although it may have been distributed as a salary 
by the corporation. The courts would probably uphold such a tax assessment 


8 Fox Film Corporation v. Loughman, 259 N.Y. 30, 180 N.E. 885 (1932). 

4243 App. Div. 667 (3d Dept. 1935). 

5171 App. Div. 521, 157 N.Y. Supp. 943 (3d Dept. 1916), aff'd, 219 N.Y. 571, 114 
N.E. 1079 (1916). 

6158 App. Div. 110, 143 N.Y. Supp. 313 (3d Dept. 1913), aff’d, 217 N.Y. 605, 111 N.E. 
1097 (1916). 

7 People ex rel. Wedgewood Realty Co., Inc. v. Lynch, 236 App. Div. 751, 257 N.Y. 
Supp. 1085 (3d Dept. 1932), 262 N.Y. 202, 186 N.E. 673 (1933), motion to amend remit- 
titur denied, 262 N.Y. 644, 188 N.E. 103 (1933), motion for reargument denied, 263 
N.Y. 669, 189 N.E. 749 (1934). 

8“. | | excessive or unreasonable salary or pension disbursements made to stockholders 
constitute taxable dividends and are so treated by the Tax Commission.” Letter from 
New York State Department of Taxation and Finance, Jan. 22, 1951. 
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even if there were no direct relation between the distribution and the stock 
ownership, if the transaction was a sham to avoid the tax. But a possible 
distinction may be drawn between the power of the Tax Commission to look 
beyond form and to avoid sham and the power to determine generally what 
constitutes a reasonable salary. 

The difficult cases would appear to lie in this fringe area. There is no doubt 
that the legislature could vest the Tax Commission with authority to deter- 
mine what are reasonable salaries and with power to tax what it considers 
excessive as a dividend. The legislature has given such power indirectly to 
the Tax Commission in the statute which imposes a franchise tax upon busi- 
ness corporations. The difficulty encountered in section 182, which imposes 
a franchise tax on real estate corporations, is to find a peg in the words of the 
statute on which to hang a finding of such authority. 

Article Nine-A of the New York Tax Law imposes a franchise tax on busi- 
ness corporations, based upon the entire net income of the corporation: ® 


The term ‘entire net income’ means total net income from all sources, which 
shall be presumably the same as the entire net income which the taxpayer is 
required to report to the United States treasury department, ... . 


The authority of the Tax Commission to disallow deductions for salary and 
other compensation, which it has determined is excessive and unreasonable, 
has been sustained in many decisions concerning the business corporation 
franchise tax.?° 

A method of tax evasion often attempted in closed corporations has been 
to distribute most of the profits to the active shareholders in the form of 
directors’ or officers’ salaries, and then to deduct these salaries as a business 
expense in arriving at net income subject to the franchise tax.1t Neither the 
courts nor the Tax Commission have permitted the tax to be evaded by the 
mere name attached to a distribution of the surplus or the profits of the 
corporation.” 

The same problem has evolved under the federal income tax law. Under 
section 23(a) of the Internal Revenue Code, the Tax Court exercises a power 
similar to that of a jury required to determine the reasonableness of salaries," 
and on the administrative level tables have been published listing what may be 
considered reasonable salaries for corporate officers.* 

Since the income which is the basis of the tax under the New York State 


9 N.Y. Tax Law, Art. 9-A, §§209, 208(9). 

10 People ex rel. Beck Hazzard, Inc. v. Gilchrist, 220 App. Div. 362, 221 N.Y. Supp. 
683 (3d Dept. 1927); Lorimier, Greenbaum, Inc. vy. Gilchrist, 212 App. Div. 733, 209 
N.Y. Supp. 633 (3d Dept. 1925). 

11 Since 1929 this form of evasion has usually been prevented by a new statutory basis 
for the tax under Article 9-A in which salaries paid are added to the net income to 
arrive at the tax base. 

12 People ex rel. H. Jaeckel & Sons, Inc. v. Gilchrist, 209 App. Div. 120, 204 N.Y. Supp. 
509 (3d Dept. 1924). 

18 Dornbecher Manufacturing Company v. Comm’r, 95 F.2d 296, 297-298 (9th Cir. 
1938). 

145 CCH {8944.2757 (1950). 
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business franchise is the same as that returned in the federal income tax, 
the New York courts have read section 23(a) (1) (A) of the Internal Revenue 
Code into the business franchise tax statute, and thereby incorporated by refer- 
ence the deductions permitted under the Internal Revenue Code. The Tax 
Commission thus has a statutory basis here for disallowing salaries which it 
considers excessive.** However, there is no such statutory authority of a more 
or less explicit nature under section 182 of the Tax Law in relation to the 
franchise tax on real estate corporations. 

The legislature has provided that every corporation shall have the power 
to fix the compensation of its officers and agents.*° The reasonableness of 
the salary is generally to be decided by the directors and the stockholders of 
the corporation. Where there is no statute providing otherwise, it is a problem 
of internal management. Neither the public nor the state has an interest in the 
amount of compensation.’* 

The term “dividends” is not defined anywhere in section 182. A rule of 
statutory construction frequently applied is that tax laws are to be strictly 
construed against the state and in favor of the taxpayer. This rule has been 
applied to interpretations of section 182 of the Tax Law. 


In People ex rel. Mutual Trust Co. v. Miller (177 N.Y. 51) we said: ‘A 
statute which levies a tax is to be construed most strongly against the govern- 
ment and in favor of the citizen. The government takes nothing except what 
is given by the clear import of the words used, and a well founded doubt as to 
the meaning of the act defeats the tax.’ 1* 


While this rule may not be as forceful today as it has been in the past, it must 
still be reckoned with. Here it is supported by another general rule of a 
statutory construction, which is that the words of a statute should receive 
their natural and obvious meaning.’® 

If the Tax Commission had promulgated regulations that salaries which it 
deems excessive shall be taxed as dividends, the repeated amendments and 
revisions of section 182 might lead to the implication that the legislature 
adopted this interpretation under the reenactment principle of interpretation.”° 
However, no regulations have ever been established under section 182. The 
taxation of excess salaries as dividends has never been more than a policy 
of the Tax Commission, the only basis for which is its long continued usage. 
But usage cannot give the Tax Commission powers which the statute fails to 
provide. 

Section 182 provides that the additional tax shall be measured by two per 
cent of dividends paid. It provides that ninety per cent of interest paid on 


15 Supra note 12. 

16N, Y. Gen. Corp. Law, Art. 2, §14. 

17 Cf. Diamond v. Davis, 38 N.Y.S.2d 103, 126-127 (Sup. Ct. 1942), aff'd, 265 App. 
Div. 919, 39 N.Y.S.2d 412 (1st Dept. 1942), aff’d, 292 N.Y. 552, 54 N.E.2d 683 (1944). 

18 People ex rel. The Fifth Avenue Building Co. v. Clark Williams, 198 N.Y. 238, 
247, 91 N.E. 638, 642 (1910) ; 3 SurHEeRLAND, STATUTORY ConstRUCTION 293 (1943). 

19 Cf. Cooper-Snell Co. v. State of New York, 230 N.Y. 249, 254, 129 N.E. 893 (1921). 

20 Crane v. Comm’r, 331 U.S. 1 (1947). 3 SuTHERLAND, op. cit. supra note 18, §311. 
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debenture bonds, notes, etc. owed to any stockholder owning in excess of five 
per cent of the issued capital stock, and any consideration given by a corpora- 
tion for the purchase of its own stock in excess of the consideration received 
by it for the issuance of such stock, shall be taxed as a dividend. Expressio 
unius est exclusio alterius. The legislature has indicated what it intended 
should be treated as dividends. Omissions should be cured by the legislature 
and not by the courts or administrative bodies. 

Bargain Leases as Dividends. It is the policy of the Tax Commission to 
treat the difference between the rental received from a lessee-stockholder and 
the fair rental value of the property as a taxable dividend under section 
182.2 Cooperative apartment house corporations would seem to be affected 
most directly by this policy. 

In People ex rel. Gramercy Company v. Roberts,”* an early case arising 
under Chapter 542 of the New York Laws of 1880, the Court said: 


The evidence taken before the Comptroller, therefore, tends to show that 
if the corporation, instead of leasing to its stockholders, should lease to others 
at the real rental value of the apartments, it would derive from rents a fair 
dividend on its capital. But, instead of so leasing, the stockholders take the 
apartments, and thus by a reduced rent obtain the benefit of their stock in- 
vestment. ... 


Again, in People ex rel. Hubert Apartment Association v. Kelsey * the Court 
concluded that if the apartments were rented to persons other than stock- 
holders, the corporation could pay a substantial dividend. In neither case, 
however, did the Court hold that the difference between the rental received 
and the fair rental value of the property could be taxed as a dividend. Both 
cases merely held that in determining the value of the stock of the corpora- 
tion, the present rental value of the property may be considered.** 

Since under the present section 182, the basic tax is not measured by the 
capital stock or capital of the corporation but by the value of the gross assets, 
the Gramercy and Hubert cases are now inapplicable. Their importance lies 
only in the dicta. The difference between the rental received from a stock- 
holder and the actual rental value of the leased premises does not constitute 
a corporate asset and hence does not enter into the computation of the basic 
tax measured by assets employed within the state.” 


21“ |. it is my opinion that: . . . (2) Distributions of corporate profits are taxable 
dividends regardless of how disguised. Consequently, bargain sales and leases of corporate 
property to stockholders made in such manner as to effect a distribution of profits would 
be considered taxable dividends.” Letter from Mortimer M. Kassell, Deputy Commis- 
sioner and Counsel, New York State Department of Taxation and Finance, Mar. 9, 1951. 

2291 Hun 146, 150, 36 N.Y. Supp. 277, 279 (3d Dept. 1895), aff’d, 158 N.Y. 709, 53 
N.E. 1130 (1899). 

23110 App. Div. 617, 620, 96 N.Y. Supp. 745 (3d Dept. 1906), aff’d, 184 N.Y. 573, 
77 N.E, 1194 (1906). 

24 Under N.Y. Laws 1880, c. 542 the basic alternative tax was levied upon capital 
stock. N.Y. Laws 1896, c. 908, §182 provided: “If no dividend is made or declared the 
tax shall be at the rate of one and one-half mills upon each dollar of the appraised 
capital employed within the state.” 

25 “The difference between the rental received from a stockholder lessee and the actual 
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Such difference in value is obviously not a dividend. It is something that 
might become a dividend if the facts were otherwise. Although the situation 
is analogous to those cases under the income tax in which an employee receives 
his living quarters at a rental less than its true rental value, it seems easier 
to say that the employee or stockholder has income from such an arrange- 
ment than to say that a corporation, which perhaps has no surplus from which 
to distribute dividends, has distributed such a dividend when it leases to a 
stockholder. Again, there is no doubt that the legislature could provide that 
such difference in value is taxable as a dividend. But the question is whether 
the present section 182 has authorized the Tax Commission to make the 
classification. 

Capital Distributions, Stock Dividends, Property Dividends, and Transfers 
To a No Par Stock Account. Under the New York Stock Corporation Law 
dividends may not be paid if the dividends will impair capital.*° It is the policy 
of the Tax Commission to tax only distributions of corporate profits, not 
distributions which are plainly distributions of capital. Furthermore, it is 
clear that the New York courts would not permit tax assessment to stand to 
the extent that it was levied against a distribution from capital. Thus, where a 
corporation, formed for the purpose of holding title to real property for con- 
venience in litigation, sold the real property upon the termination of the liti- 
gation and distributed the proceeds to the stockholders, the distribution was 
held to be a distribution of capital and not taxable as a dividend under section 
182 of the Tax Law.?’ In all cases of this nature, there remains the very diffi- 
cult problem of valuation to determine whether the capital of the corporation 
has in fact been impaired by the distribution. 

It is generally conceded that paid-in surplus is a legal source from which to 
distribute dividends in New York State. Dividends may be distributed from 
any surplus as long as the capital of the corporation is not impaired.** How- 
ever, since the tax is aimed at the distribution of profits, it is not the policy 
of the Tax Commission to tax the distribution of capital surplus whether such 
surplus is distributed in the form of a dividend or in the form of interest on 
indebtedness.?° 

In North American Trust Company v. Knight *° a tax, under the 1896 


rental value of leased premises does not constitute a corporate asset. Therefore, it would 
not enter into the computation of the basic tax measured by assets employed within the 
state, except as it might affect the valuation of the leased premises.” Letter from Deputy 
Commissioner and Counsel, New York State Department of Taxation and Finance, 
Mar. 9, 1951. 

26. N. Y. Stock Corp. Law, Art. 6, §58. 

27 People ex rel. The Tetragon Co. v. Sohmer, 162 App. Div. 433, 147 N.Y. Supp. 611 
(3d Dept. 1914), 213 N.Y. 702, 108 N.E. 1105 (1915). 

28 Roberts v. Roberts-Wicks Co., 184 N.Y. 257, 265-267, 77 N.E. 13 (1906); Bat- 
LANTINE, CorPORATIONS 577 (rev. ed. 1946). 

29 Letter from Deputy Commissioner and Counsel, New York State Department of 
Taxation and Finance, Mar. 9, 1951. 

80 North American Trust Co. v. Knight, 96 App. Div. 120, 89 N.Y. Supp. 72 (3d Dept. 
1904). 
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version of section 182, levied upon the return to the stockholders of paid-in 
surplus, was held to be invalid. But this case may be distinguishable now 
because, under section 23 of the Stock Corporation Law as it then existed, 
dividends could be distributed only from surplus profits arising from the 
business.** The distribution in the North American case was not from such 
surplus profits, hence the Court concluded it could not be a dividend. The 
New York Stock Corporation Law has since been revised. Today, under 
section 58 of the Stock Corporation Law dividends may be paid from any 
capital surplus as long as capital is not impaired. Hence, if the distribution 
is a valid dividend under the Stock Corporation Law, it probably could be 
taxed as such under section 182 of the Tax Law. 

No matter how disguised, distributions made to the stockholders from earn- 
ings or earned surplus have been consistently taxed as dividends. Dividends of 
preferred stock to holders of common stock,*? of stock of subsidiaries to 
stockholders of a parent corporation,** and regular stock dividends have been 
held to be taxable under section 182. Thus, where a corporation issued par 
value stock of $215,900 and later issued a 100% stock dividend, the entire 
stock dividend was held to be taxable under section 182 of the Tax Law." 
In People ex rel. The Pullman Company v. Glynn * Justice Kellog wrote: 


Stock, scrip and bond dividends, so called, have frequently been declared 
and have been before the court for consideration, and I think the general 
understanding in commercial affairs and with the courts is that they represent 
a benefit to the stockholders and a distribution of profits. Whether a distri- 
bution of stock pro rata among the stockholders of a corporation is a dividend 
representing profits or an adjustment of capital account depends upon the 
circumstances of each case, and if such distribution represents surplus earn- 
ings it may fairly be treated as a dividend and as the income from the original 
stock. ... 


Suppose, however, that a corporation has a capital of $50,000 which is 
represented by 2,000 shares of no par stock, and instead of declaring a stock 
dividend the directors, by resolution, transfer $90,000 from the earned sur- 
plus account to the no par stock account. Does this transfer constitute a 
taxable dividend? Looking only at the accounting entries, one would con- 
clude that there is technically no distribution which can be called a dividend. 

In People ex rel. Adams Electric Light Company v. Graves,®® a case arising 
under section 186 of the New York Tax Law, which imposes a tax of three 
per cent upon the amount of dividends paid or declared in excess of four 


81N. Y. Laws 1890, c. 564, as amended by N. Y. Laws 1892, c. 668. 

32 People ex rel. Eastern Building Corporation v. Lynch, 245 App. Div. 787, 281 N.Y. 
Supp. 306 (3d Dept. 1935). 

38 People ex rel. Dauth and Mohr Corp. v. Hennessey, supra note 4. 

84 People ex rel. Empire State Dairy Co. v. Sohmer, 218 N.Y, 199, 210-211, 112 N.E. 
755 (1916). 

35130 App. Div. 332, 333-334, 114 N.Y. Supp. 460, 461-462 (3d Dept. 1909), aff'd with- 
out opinion, 198 N.Y. 605, 92 N.E. 1097 (1910). 

86 247 App. Div. 237, 288 N.Y. Supp. 137 (3d Dept. 1936), rev’d, 272 N.Y. 77, 4 N.E.2d 
941, motion to reargue denied, 273 N.Y. 494, 6 N.E.2d 420 (1936). Contra: Lehigh Crane 
Iron Co. v. Comm’r, 55 Pa. 448, 451 (1867). 
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per cent of the actual amount of paid-up capital employed in the State, it was 
held by the Appellate Division of the Supreme Court that such a transfer was 
a taxable dividend. The reason for this decision was that the transfer had 
changed the stockholders’ contingent and separately untransferable owner- 
ship in the corporate surplus into saleable and exchangeable capital stock. It 
is obvious that the effect upon the shareholder is the same whether an actual 
stock dividend is declared and distributed or a transfer is made from earned 
surplus to no par capital stock. In either case, his stock formerly worth $25 
per share is now worth $70 upon the corporation’s books. It makes little 
difference whether this value is represented by one piece of paper or two. 
The New York Court of Appeals reversed the decision of the Appellate 
Division on the ground that there was in fact no distribution of the corporate 
profits to the shareholders, hence no taxable dividend. 

Since the tax imposed by section 186 and the present additional tax in 
section 182 of the Tax Law are both measured by dividends paid, it is generally 
conceded that the holding in the Adams Electric case is applicable to section 
182. The legislature has not found it necessary or expedient to reverse the 
Adams Electric decision by statutory amendment. Consequently, real estate 
corporations today may avoid payment of the additional tax by simply trans- 
ferring earned surplus to the no par capital stock account. The shareholders 
may be held to realize their dividend through a subsequent sale of the stock. 

It may be argued that the State suffers no permanent loss in revenue as a 
result of such transaction because a secondary result of the transfer from 
earned surplus to capital is to retain the amount transferred in the business. 
The increased capital must be represented by assets of an equivalent value 
and these assets are subject to the basic tax each year. Thus, if $200 were 
distributed as a dividend and taxed at the rate of two per cent, the tax revenue 
would equal $4. If, on the other hand, the $200 were transferred to the no par 
capital stock account, then an additional $200 of assets would be taxable each 
year under the basic tax, at the rate of one-fourth of one mill on each dollar 
of assets employed or situate within the State. This would yield additional 
revenue of five cents per year, which in eighty years would equal the revenue 
originally obtainable if the transfer had been taxed as a dividend. The State, 
therefore, may be said to have a long-run gain after the eightieth year. But 
a solution which requires the State to wait so long for its revenue is obviously 
inadequate. 

The present interpretation of section 182 results, in the case of stock divi- 
dends, in unequal taxation. Corporations with the same classification, the 
same earnings, the same value of assets, and the same amount of dividend 
distributions pay different franchise taxes depending on whether the corpora- 
tion distributes a dividend in cash or in its own stock. Where a corporation 
distributes a stock dividend, it pays the two per cent additional tax, yet an 
equivalent amount of assets is retained in the business and continues to be 
subjected to the basic tax. It would be fairer to exclude stock dividends from 
either the basic tax or the additional tax.*’ 


87 The possible constitutional objections under the equal protection and due process 











384 TAX LAW REVIEW [ Vol. 7: 


Bonds and Interest Payments as Dividends. The courts have looked be- 
hind the form of corporate transactions and have treated separate corporate 
entities as one corporation, where it has been necessary, in order to prevent 
evasion of the tax. Thus, where stockholders of A corporation, with $450,000 
capital stock and $490,000 surplus, organized B corporation and transferred 
to B all the outstanding stock of A, in exchange for which B delivered to the 
shareholders of A 475 shares of no par value stock of B and $600,000 in 
debenture bonds, it was held that so much of the debenture bonds as repre- 
sented the surplus of A was taxable as a dividend under section 182 of the 
Tax Law.** The stockholders had become creditors of the corporation. Al- 
though they had not actually received any portion of the surplus, they had 
received an absolute right to receive the surplus when the bonds matured. 
Perhaps it would be more accurate to say that there had been a dividend to 
the extent of the value of the bonds at the time of the distribution. 

It is evident that the stockholders of A hoped to receive a tax benefit from 
the 1926 dividend, in the form of debenture bonds, in spite of the fact that 
such distribution was taxed as a dividend. It was now possible for future 
earnings to be distributed in the form of interest on the bonds without being 
taxed as dividends. This tax dodge is analogous to the problem of thin incor- 
porations under the federal income tax, where corporations were formed with 
a small capital but large debt structure to enable the corporation to deduct its 
distributions as an interest expense. 

The New York State legislature attempted to recapture its lost revenues 
by taxing such distributions as dividends. In 1930 section 182 was amended 
to provide that : *° 


. . . Interest paid on debenture bonds and/or certificates of indebtedness 
and/or certificates of beneficial interest, and/or promissory notes or other 
indebtedness to stockholders, the proceeds of which are used to acquire assets, 
shall, for the purpose of this section, be treated as dividends and taxed 
accordingly. 


The question then arose as to the taxability of interest on indebtedness, the 
proceeds of which are used to acquire assets, where such indebtedness is to 
one other than the stockholder. In 1929 a corporation issued debenture bonds 
to the wives of five stockholders in the exact proportions in which their hus- 
bands held the stock of the corporation. The proceeds of these bonds were 
used to acquire assets. The consideration for the bonds was paid by the hus- 
bands from moneys paid into the corporation by the stockholders and standing 
to their credit upon the books of the corporation. The State Tax Com- 
mission assessed a franchise tax upon the interest distributed to the bond- 
holders on the theory that such interest was taxable as a dividend under the 


clauses of U. S. Const. AMEND. XIV and N. Y. Const. Art. I, §11 are beyond the scope 
of this note. 

88 Supra note 7. 
89 N. Y. Laws 1930, c. 663, §1. 
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1930 version of section 182. In the Paladino case,*® this determination was 
confirmed by both the Appellate Division of the Supreme Court and the Court 
of Appeals. 

The breadth of the holding in the Paladino case was undetermined for some 
time. It was claimed by the Tax Commission that the Paladino case applied 
to interest paid to any non-stockholder. In Mercantile Properties, Inc. v. 
State Tax Commission ** interest had been paid to non-stockholders as well 
as to stockholders. The taxpayer argued that even if the bonds in question 
were debenture bonds, then the statute taxes interest paid to stockholders 
only. The taxpayer contended that since there was no opinion by the Court of 
Appeals in the Paladino case, the ground for affirmance may have been that 
though the bonds were issued to the wives of the stockholders in form, the 
issue was a subterfuge and bookkeeping device for tax evasion, and in fact 
for the benefit of the stockholders.‘ The State Tax Commission responded : ** 


Having participated in the argument of that case, we are in a position to be 
quite certain that that was not the basis of this Court’s decision. The ground 
of the decision was, we are sure, that a proper construction of the statute 
required the treatment of debenture bonds interest as dividends whether paid 
to stockholders or others. 


The New York Court of Appeals resolved this dispute when it stated: 


. . . If the bonds are debenture bonds, the assessment is valid, otherwise 
the order must be reversed... . 


In 1947, however, section 182 was amended to provide that interest shall 
be taxed as dividends if paid on indebtedness owed to any stockholder or 
member of his family.** Thus the scope of the Paladino case may have been 
limited by this amendment. 

Although the 1930 amendment was successful in preventing a type of tax 
evasion, it also had a secondary effect as a burden on financing. Whether 
the legislature intended this result was extremely doubtful. The 1930 amend- 
ment referred to debenture bonds. But what are debenture bonds? 

In 1925 Mercantile Properties, Inc. issued bonds and entered into a trust 
agreement with the Central Union Trust Company of New York, as trustee, 
by which it assigned to the trustee specific rents to be paid under leases of 
property which it had acquired with the proceeds of the bond sale. The Tax 
Commissioner assessed a franchise tax upon the interest paid on the bonds in 
later years. The taxpayer appealed and asserted that because these bonds 
were secured they were not debenture bonds. The decision of the Appellate 


40 People ex rel. Gerosa Paladino Holding Corporation v. Graves, 240 App. Div. 936, 
268 N.Y. Supp. 836 (3d Dept. 1933), aff'd, 264 N.Y. 442, 443, 191 N.E. 505 (1934). 

41 In the Matter of Mercantile Properties, Inc. v. State Tax Commission, 253 App. Div. 
781, 1 N.Y.S.2d 475 (3d Dept. 1937), rev’d, 278 N.Y. 325, 16 N.E.2d 352 (1938). 

42 Brief for Petitioner, pp. 22, 35, Matter of Mercantile Properties, Inc. v. State Tax 
Commission, 278 N.Y. 325, 16 N.E.2d 352 (1938). 

43 Brief for Respondent, p. 19, supra note 42. 

44.N. Y. Laws 1947, c. 268. 
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Division of the Supreme Court, which had unanimously confirmed the assess- 
ment, was reversed by the Court of Appeals: * 


. . . Among authors of legal text books and writers on finance, formidable 
opinion exists to the effect that debenture bonds are such as are issued without 
specific security. . . . These sinking fund bonds, being secured by assign- 
ment, transfer and pledge of rents payable from designated parcels of realty, 
ought not to be regarded as debentures within the meaning of section 182 of 
the Tax Law. ... 


Thus interest paid on non-debenture bonds is not taxable even if held by share- 
holders. In the Mercantile Properties case the bonds were held by both share- 
holders and non-shareholders. 

The present state of the law in this field appears to offer an additional 
opportunity for tax avoidance through the annexation of a specious security 
interest, such as a second or third mortagage covering property inadequate 
in value to secure prior lien-holders, Although the administrative officials 
and courts may not be misled in the obvious cases, this form of avoidance may 
often be difficult to detect, particularly where there is a large discrepancy 
between market value and assessed value. 

In addition to the opportunities for tax avoidance previously mentioned, 
the present section 182 provides for several statutory exceptions to the rule 
that interest on indebtedness shall be taxed as dividends: ** 


. . . Ninety per centum of interest paid on debenture bonds or certificates 
of indebtedness or certificates of beneficial interest, or promissory notes or 
other indebtedness directly or indirectly owed to any stockholder or share- 
holder (including subsidiaries of a corporate stockholder or shareholder), or 
members of the immediate family of an individual stockholder or shareholder, 
owning in the aggregate in excess of five per centum of the issued capital stock 
of the corporation, the proceeds of which are used to acquire assets, shall, for 
the purposes of this section, be taxed as dividends, provided however that such 
interest up to an amount not exceeding one thousand dollars shall not be 
so taxed. ... 


The requirement that a member of the shareholder’s family shall own in 
excess of five per cent of the capital stock, the exemption of $1,000, and the 
exclusion of secured indebtedness by the Mercantile Properties case would 
appear to have made the statute relatively ineffectual to prevent tax avoidance 
through thin incorporations. 

Dividends From Surplus Arising From the Appreciation of Assets. Suppose 
that a corporation is organized with a capital stock of $1,000, which is fully 
paid, and that the entire $1,000 is invested in real property, which appreciates 
until its value is twice its original cost. Assume that the corporation has no 
other surplus and no liabilities. If the property is sold for its full value, and 
$1,000 is distributed to the shareholders, may it be taxed as a dividend under 


45In the Matter of Mercantile Properties, Inc. vy. State Tax Commission, 278 N.Y. 
325, 327-328, 16 N.E.2d 352, 353 (1938). 
46N, Y. Tax Law, Art. 9, §182. 
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section 182? The New York courts have held that distributions from realized 
appreciation are taxable dividends under section 182.‘ 

If the real property is not sold, may dividends be distributed on the basis 
of the unrealized appreciation without violating section 58 of the New York 
Stock Corporation Law? If such dividends may be distributed under section 
58 of the Stock Corporation Law, may they be taxed under the additional tax 
of section 182 of the Tax Law? Both of these questions have been answered 
by the New York courts in the affirmative. 

The problems involved in the taxation of distributions of surplus resulting 
from unrealized appreciation of assets, although now well settled, would appear 
to be difficult. From an economic viewpoint it is arguable that such a distri- 
bution is a distribution of economic capital. One theory in support of this view 
is that the shareholder invests purchasing power and upon liquidation he should 
receive back an equivalent amount of purchasing power. Hence the increase in 
the value of the assets due to the general rise in the price level is not un- 
realized appreciation but capital.** Some writers have indicated that courts in 
the future may require directors to provide for replacement of economic 
capacity before distributing dividends from what has been called an apprecia- 
tion surplus.*® But such a requirement, which in effect imposes an economic 
theory upon the business world, would seem to be the proper function of the 
legislature rather than the courts. Justice Walter, in dealing with the problem 
whether dividends may be paid from a surplus arising from unrealized appre- 
ciation in the value of land, correctly stated: °° 

It is to be emphasized at the outset that the question is not one of sound 
economics, or of what is sound business judgment or financial policy or of 
proper accounting practice, or even what the law ought to be. My views of the 
business acumen or financial sagacity of these directors, as well as my views as 
to what the legislature ought to permit or prohibit, are entirely immaterial. 
The question I have to decide is whether or not an existing statute has been 
violated. The problem is one of statutory construction. 


Many state statutes expressly forbid the payment of dividends from a surplus 
due to unrealized appreciation. 

Regardless of the policy arguments which can be made against taxing 
distributions from unrealized appreciation of assets, it is now well established 
that such dividends are taxable under section 182.°* In People ex rel. Wedge- 
wood Realty Company, Inc. v. Lynch * the Court of Appeals held that the 
assessment of a tax under section 182 against the entire bond issue was 
erroneous since part of the distribution represented capital. The Tax Com- 


47 Mercantile Safe Deposit Co. v. Sohmer, supra note 6. Contra: Jerome Park Villa 
Site & Improvement Co. v. Roberts, 41 App. Div. 21, 58 N.Y. Supp. 254 (3d Dept. 1899). 

48 See Comment, 35 Micu. L. Rev. 286 (1936). 

49 See 2 Dopp AND BAKER, CASES AND MATERIALS ON CorporATIONS 153-158 (2d ed. 
1950). 

50 Randall v. Bailey, 23 N.Y.S.2d 173, 179 (1940), aff'd, 262 App. Div. 844, 29 N.Y.S.2d 
512 (1st Dept. 1941), aff’d, 288 N.Y. 280, 43 N.E.2d 43 (1942). 

51 People ex rel. Queens Water Co. v. Travis, supra note 5. 

52 People ex rel. Wedgewood Realty Co. v. Lynch, supra note 7. 
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mission was ordered to restate the tax accordingly. The taxpayer then made 
a motion to amend the remittitur by providing that in determining the amount 
of earnings distributed, the Tax Commission should be required to omit from 
surplus any appreciation in excess of cost in the value of the real estate of the 
old Wedgewood Company not realized by sale. The motion to amend the 
remittitur was denied. Thus it was expressly held that surplus arising from 
unrealized appreciation in the value of assets was taxable as a dividend when 
distributed. 

The Supreme Court of New York relied on the Wedgewood case when it 
held in People ex rel. Eastern Building Company v. Lynch,** that a distribu- 
tion of preferred stock to the common stockholders from a surplus resulting 
from appreciation in the value of the corporation’s real property was a tax- 
able dividend under section 182. 

Whether a surplus resulting from unrealized appreciation of assets may be 
distributed as a dividend under section 58 of the New York Stock Corpora- 
tion Law is only a part of the larger problem whether in measuring the capital 
of the corporation for the purpose of determining if the capital has been 
impaired, it is necessary to value the assets at the time of the distribution or 
carry them at cost. This problem has been resolved in favor of valuation at 
the time of distribution. 

In Randall v. Bailey ** a trustee in bankruptcy sued the former directors 
of the Bush Terminal Company to recover dividends, which the trustee asserted 
were distributed from capital in violation of section 58 of the Stock Corpora- 
tion Law. The corporation in this case had written up the value of its land 
from the original cost of $1,500,000 to the amount it was assessed for taxa- 
tion, $8,700,000. If the land was valued at cost the dividends were improper. 
The Court of Appeals concluded that on the basis of the history and the word- 
ing of section 58, the legislature manifested its intent that a valuation test 
should be applied. It was held that dividends may be paid from a surplus 
arising from unrealized appreciation. The Court stated: 


In any event our holding in People ex rel. Wedgewood Realty Co. v. Lynch, 
. is decisive upon the issue here presented. . . . 

The Legislature having declared that dividends may be paid when there is 
no impairment of capital or capital stock caused thereby and when the value of 
the corporate assets remaining after the payment of such dividends is at least 
equal to the aggregate amount of its debts and liabilities including capital or 
capital stock as the case may be, Stock Corporation Law § 58, in other words 
from its surplus, our inquiry turns to the question whether surplus may con- 
sist of increases resulting from a revaluation of fixed assets. Surplus has been 
well defined as follows in Edwards v. Douglas, 269 U.S. 204, 214... 
Brandeis J.: “The word surplus is a term commonly employed in corporate 
finance and accounting to designate an account on corporate books. * * * The 
surplus account represents the net assets of a corporation in excess of all 
liabilities including its capital stock. This surplus may be “paid in surplus,” as 
where stock is issued at a price above par. It may be “earned surplus,” as 


53 People ex rel. Eastern Building Co. v. Lynch, supra note 32. 
54 Randall v. Bailey, 288 N.Y. 280, 289, 290-1, 43 N.E.2d 43, 47, 48-49 (1942). 
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where it was derived wholly from undistributed profits. Or it may, among 
other things, represent the increase in valuation of land or other assets made 
upon a revaluation of the company’s fixed property. . . .’ 


The problem of distribution of dividends from a surplus resulting from 
appreciation of assets is too broad to be adequately covered by this note. There 
are two views of the effect of a tax upon such surplus. One view is that the 
tax on the appreciated value has a tendency to accentuate the economic prob- 
lem by removing additional assets which may otherwise be used to replace 
and expand the old productive capacity. The other view is that the tax dis- 
courages distribution and therefore tends to keep capital values undispersed, 
thus giving some assurance of adequate replacement.*® 

Conclusions and Recommendations. The tax measured by dividends fails 
to provide an estimable and uniform flow of revenue necessary for proper 
budgeting. This defect arises from the fact that there is no provision, ad- 
ministrative or otherwise, to force corporations to distribute dividends. There 
is no tax on undistributed surplus, or on unreasonable accumulations of 
surplus as provided by section 102 of the Internal Revenue Code. Thus it is 
entirely within the discretion of the directors as to when the tax will be paid. 

The Tax Commission’s response is that such surplus is subjected to the 
additional two per cent tax when and if the corporation changes its classifica- 
tion to that of a business corporation, or upon dissolution, merger, or con- 
solidation of the corporation.®® Hence, in the long run there is no escape from 
taxation by failure to distribute dividends. However, even these eventualities 
do not provide a uniform flow of revenue to the state treasury. 

Two factors minimize the effect of the lack of a provision to squeeze divi- 
dends from reluctant corporations. To the extent that section 102 of the 
Internal Revenue Code applies to real estate corporations, it will incidentally 
discourage unreasonable accumulations of surplus for the purposes of section 
182 of the New York Tax Law. Furthermore, to a very limited extent, the 
basic tax discourages such accumulations by taxing the value of the assets 
representing such surplus. The problem of creating a tighter squeeze presents 
several difficulties. 


55 Real estate corporations are not the only corporations whose franchise taxes are 
measured by dividends in New York State. Under section 183 of the Tax Law, aviation, 
railroad, canal, steamboat, ferry, express, navigation, pipe-line, transfer, baggage express, 
omnibus, trucking, taxicab, telegraph, telephone, palace car and sleeping car corporations, 
which distribute dividends of six or more than six per cent, must pay a franchise tax 
based upon the amount of dividends paid. Section 185 of the Tax Law imposes a similar 
franchise tax on farmers’, fruit growers’, and other like agricultural corporations organ- 
ized and operated on a cooperative basis. Sections 184 and 186 of the Tax Law also pro- 
vide in part for taxes measured by dividends. 

Everything that has been said about dividends herein applies to the taxes measured 
by dividends provided for in sections 183 to 186, inclusive, of the Tax Law. The eco- 
nomic argument is stronger, however, when applied to corporations having plant and 
equipment than when applied to real estate corporations. 

56 Letter from Deputy Commissioner and Counsel, New York State Department of 
Taxation and Finance, Jan. 22, 1951. 
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One method of tightening the squeeze is to increase the rate of the basic 
tax. The difficulty here is that the rate must be increased eighty-fold for 
total effectiveness. A second method is to enact a section similar to section 
102 of the Internal Revenue Code. But section 102 has been subjected to 
much criticism, which may make the passage of such an amendment on the 
state level exceedingly difficult. There may also be a constitutional barrier to 
such an amendment. Section 3 of Article XVI of the New York State Con- 
stitution provides in part that: °” 


. Intangible personal property shall not be taxed ad valorem nor shall 
any excise tax be levied solely because of the ownership or possession thereof, 
except that the income therefrom may be taken into consideration in com- 
puting any excise tax measured by income generally. Undistributed profits 
shall not be taxed. 


The term “undistributed profits” as used in this constitutional amendment is 
undefined,®* and until we have a definitive holding by the Court of Appeals, it 
is only possible to speculate as to its meaning. Two possible interpretations 
are suggested. The term “undistributed profits’ may have been used as a 
synonym for the word “surplus,” or it may have been employed to describe 
profits which have neither been distributed as dividends nor been carried to 
the surplus account upon the closing of the books.*® 

If the former definition is adopted, then not only would an amendment 
similar to section 102 of the Internal Revenue Code be unconstitutional, but 
even the additional tax upon the sum of the corporation’s actual net worth in 
excess of its actual paid-in capital (provided for in paragraphs 1 and 3 of 
subsection 2 of section 182 of the Tax Lax) becomes of doubtful constitu- 
tional validity. 


57 Emphasis supplied by writer. 

58 A general amendment was introduced by Mr. Garey before the Committee of the 
Whole at the Constitutional Convention of 1938, providing that capital gains and undis- 
tributed profits shall not be taxed. The reasons given for the proposed amendment were 
that such a tax destroys industry and initiative and creates unemployment problems. The 
adoption of the amendment, according to Mr. Garey, would attract capital to the State. 
This proposal was defeated. Mr. Garey moved to reconsider, but the amendment was 
again defeated. 2 RevisEp Recorp or New York STATE CONSTITUTIONAL CONVENTION OF 
1938, 1115, 1117, 1138 (1938). 

The amendment was again introduced as a specific amendment to section 3 by Mr. Garey, 
but it was defeated by the narrow margin of two votes. Mr. Saxe, who seemed to lead 
the opposition to his proposed amendment, later consented to a compromise amendment 
introduced by Mr. Garey, which merely provided that undistributed profits shall not be 
taxed. This amendment was carried without any discussion as to its merits. 3 Id. at 2449- 
2451, 2468. 

When the vote was taken on Article XVI as a whole, one delegate, Mr. Wallin, stated 
” Id. at 2471): 


We have had no definition of what undistributed profits are or in whose hands 

Pe shall not be taxed. A number of our taxes today are based upon undistributed profits, 

and I think without explanation or definition it is unwise to enter upon a constitutional 
amendment of this character. I vote No.” 

59 The latter definition has been applied to the words “undivided profits.” Edwards v. 


Douglas, 269 U.S. 204, 214 (1925). 
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A more effective franchise tax upon real estate corporations and other 
corporations, whose taxes are now measured in whole or in part by dividends 
paid, may be provided by the repeal of sections 182 to 186, inclusive, and the 
inclusion of these corporations within Article Nine-A of the Tax Law, which 
imposes a franchise tax based upon the net income of the corporation. 

Net income is a more exact measure of the value of a franchise than divi- 
dends distributed. A tax on net income would yield a more uniform and con- 
stant flow of revenue to the state treasury. Future revenue would be easier 
to estimate, hence the problems of public finance would be simplified. To tax 
these corporations under Article Nine-A of the Tax Law would result in a 
more uniform and more easily administrable tax structure by placing almost 
all corporations under the same franchise tax statute. This simplification and 
administrative consolidation would reduce the cost of administering the tax 
system. Under the income tax system the tax may be easily adjusted to the 
revenue needs of the state by raising or lowering the tax rate. This seems 
preferable to the system now in use in relation to certain types of corporations. 
For example, section 183 of the Tax Law provides for a franchise tax on 
transportation and transmission corporations. It provides that if dividends 
paid equal or exceed six per cent, then the tax shall be at the rate of one-quarter 
of a mill for each one per cent of dividends paid. The minimum tax is not 
less than $10 nor less than one mill on each dollar of issued capital stock. 
Section 184 of the Tax Law provides for an additional franchise tax on these 
same corporations at the rate of five-tenths of one per cent upon their gross 
earnings from all sources within the State. Such an ad hoc system of taxation 
is unnecessarily complex. It also seems reasonable to assume that it is more 
costly to operate. 

—SAUvL SorKIn * 


* Member of the New York Bar, Special Deputy Assistant Attorney General assigned 
to Richmond County Crime Investigation, State of New York. 
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Economic Errects oF Section 102. 
Princeton: Tax Institute, Inc., 1951. 
Pp. xxiii, 314. $5. 


If one were to judge the signifi- 
cance of a statutory provision by the 
number of articles, notes, and com- 
ments concerning it in the periodical 
literature, section 102 of the Internal 
Revenue Code is significant indeed. 
Over the past four or five years, at 
meetings of tax practitioners and in 
publications devoted to taxation, the 
evils (and very rarely the virtues) of 
the section have been set forth in de- 
tail with the fairly general conclusion 
that something should be done about 
section 102 and speedily. The publi- 
cation here under review offers an 
excellent vantage point from which to 
assay the literature on section 102, 
particularly in respect to the harmful 
economic effects alleged to flow from 
the section and to the threat which it 
poses to our existing institutional 
arrangements. 

Section 102, briefly, provides for a 
levy, in addition to ordinary levies, 
upon the income of a corporation 
which “is formed or availed of for 
the purpose of preventing the im- 
position of the surtax upon its share- 
holders or the shareholders of any 
other corporation” through permit- 
ting profits to accumulate in the cor- 
poration instead of being distributed. 
Whether a corporation has been 
“formed or availed of” for the for- 
bidden purpose is to be judged by the 
standards of section 102(c): 


The fact that the earnings or profits 
of a corporation are permitted to 
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accumulate beyond the reasonable 
needs of the business shall be deter- 
minative of the purpose to avoid sur- 
tax upon the shareholders unless the 
corporation by the clear preponder- 
ance of the evidence shall prove to the 
contrary. 


The groundwork for section 102 
was laid in Civil War days with the 
enactment of the first federal tax upon 
corporate incomes, though the tax 
then imposed was by modern stand- 
ards small and there was not present 
the opportunity to minimize the im- 
pact of taxes by payment of corporate 
income to shareholders or by with- 
holding such payment. With the ad- 
vent of the Sixteenth Amendment, 
section 102, or something very much 
like it, was enacted as a matter of 
course; it was doing “what comes 
naturally.” The size of the penalty 
tax has varied from time to time, the 
burden of proof has been shifted, the 
imputation of undistributed corporate 
income to shareholders has been aban- 
doned, but the principle and the 
objective have been retained from 
the beginning.t With the principle 
and the objective there has been no 
public quarrel, at least where there 
existed a genuine understanding of 
the limitations of the section and of 
the fact that it was an essential in- 


1QOn the history of section 102 and its 
antecedents, see SEIDMAN, LEGISLATIVE His- 
TORY OF FEDERAL INCOME Tax Laws, 1938- 
1861; Buck and Shackleford, Retention of 
Earnings by Corporations under the Income 
Tax Laws, 36 Va. L. Rev. 141-184, 323- 
353 (1950); Lasser AND HotzMAn, Cor- 
PORATE ACCUMULATIONS AND SEcTIoNn 102, 
9-64. 
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strument in the administration of the 
income tax statutes. 

Section 102, it cannot be too much 
emphasized, is not an undistributed 
profits tax in the sense in which that 
term was used in the 1930s and since. 
It does not compel distributions by 
corporations to their shareholders. 
Neither does it seek to effectuate a 
broad social purpose, such as the re- 
allocation of income or the atomiza- 
tion of large business units. On the 
contrary, corporations are free to 
accumulate to their hearts’ content, 
provided only that they do not accu- 
mulate “for the purpose of preventing 
the imposition of the surtax” upon 
stockholders. Instead of being an 
“attack upon bigness,” section 102 
can by its very nature be applied only 
against small and moderate-sized en- 
terprises ; for the larger the corpora- 
tion the more likely it is to have its 
securities widely distributed among 
the public, and the assertion of a pur- 
pose to protect stockholders against 
surtax becomes less and less tenable 
as the number of stockholders in- 
creases and their individual share- 
holdings constitute a small fraction 
of total capitalization. 

Despite a fear in some quarters that 
section 102 has a sinister, socialistic 
purpose,” the plain fact remains that 


2 Walter Cooper, one of the participants 
in the book under review, remarks (at 70) : 
“... we seem to be following over here, 
to some extent along political lines, the 
British, at least so far as the welfare state 
and some socialistic schemes are concerned, 
and it might be well to note that the British 
have abandoned completely the idea of 
forcing distribution of earnings. They 
have swung around the other way. They 
have eliminated their 102 situation, or what 
was the equivalent, which we actually 
copied back in 1913.” 
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it, or something like it, must remain 
an integral part of our tax statutes 
as long as corporate incomes are sub- 
ject to taxation and as long as there 
exist differences between the tax rates 
on corporate incomes and those on 
individual incomes, which encourage 
tax avoidance, and as long as income 
tax rates are sufficiently high to fur- 
nish taxpayers with an important 
incentive to seek methods of mini- 
mizing the tax burden.* Surely, no 
demonstration is required of the cer- 
tainty that, absent section 102, closely- 
held corporations would generally 
curtail or eliminate dividend pay- 
ments, accumulate large surpluses in 
liquid form, and permit the ultimate 
capture of surpluses by stockholders 
in the form of long-term capital gains 
or by other means whenever it best 
suited the interests and tax prospects 
of the dominant stockholders. Even 
with section 102 it is possible for 
resourceful persons to accumulate 
surpluses for the purpose of avoiding 
surtaxes on individual incomes with- 
out appearing to have this as their 
motivation. Moreover, since in at 
least some cases corporations do not 
make dividend disbursements in the 
face of section 102 proceedings on the 
notion that even the imposition of the 
section 102 penalty would be less 
costly than the personal income tax, 
it might well be argued that section 


3 Edwin B. George has said: “So long 
as the personal and corporate income tax 
patterns provide avenues for tax evasion— 
and this is likely to be the case failing the 
infeasible full integration of personal and 
corporate income taxes—102 or something 
resembling it will be necessary.” Amount 
of Dividends in View of §102 in PRocEEpD- 
INGS OF New York University SIXTH 
AnnvuaL InstiITUTE ON Feperat TAxa- 
TION 978, 988 (1948). 
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102 does not go far enough and that 
its rates are not sufficiently high to 
attain the objective completely. 
Virtually all of the controversy over 
section 102 has revolved around sub- 
section “c,” that is, accumulation be- 
yond the reasonable needs of the busi- 
ness and the placing of the burden of 
proof upon the taxpayer. Both theo- 
retically and practically the definition 
of the “reasonable needs of the busi- 
ness” beyond which surplus might 
not be accumulated without the risk 
of penalty, poses interesting and com- 
plex questions, though such questions 
are by no means unique to section 102. 
Is accumulation for the purpose of 
entering another business permissible ? 
Does it make any difference whether 
the other business is related to the 
present business? Suppose it is de- 
sired to expand the business or build 
a new plant or make major changes 
in machinery and equipment? Sup- 
pose plans are prepared but no appro- 


priations have been made? Suppose, 


government restrictions on materials 
make it necessary to postpone the 
project or present price levels make 
postponement an act of ordinary pru- 
dence? May a corporation accumulate 
if it has outstanding debt, though the 
maturity is some years off? Shall 
allowances be made for contingencies, 
e.g., a depression? Shall any distinc- 
tion be made between corporations in 
highly cyclical industries and those 
in relatively stable industries? Shall 
the retention of any particular per- 
centage of income be regarded as sig- 
nificant in ascertaining intent? Shall 
we distinguish between cases in which 
surplus exists in the form of cash and 
those in which it has been invested 
in marketable securities or loans to 
officers ? 
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Whether a corporation has been 
formed or availed of for a proscribed 
purpose is an inquiry into a state of 
mind, and a possibility at least exists 
that a taxpayer may be found guilty 
of section 102 violation though he is 
entirely innocent of a desire to avoid 
surtaxes. It is reasonable, therefore, 
to inquire into the administration of 
the section to determine whether the 
agencies and the courts entrusted with 
the execution of the law have been 
harsh or lenient in their construction. 
Most writers are of the opinion that 
taxpayers have not fared badly either 
with the Bureau or the courts in mat- 
ters arising under section 102.* Lasser 
and Holzman, for example, say: 


In the light of the cases there appears 
to be no basis for further amend- 
ment of Section 102 on the ground 
that taxpayers are subjected to the 
uncertainties of Bureau administra- 
tion.® 

The recent agitation over section 
102 seems to have been the result of a 
number of factors. Perhaps of pri- 
mary importance was the Treasury’s 
constant search for vast revenues 
which became especially alert follow- 
ing the repeal of the wartime excess 
profits tax and which was manifested 
by the famous question on the 1946 
income tax return relating to distri- 
bution of earnings. Second, the wide- 


4 See, for example, Rudick, Section 102 
and Personal Holding Company Provisions 
of the Internal Revenue Code, 49 YAte L. J. 
171-223 (1939) ; Cary, Accumulations Be- 
yond the Reasonable Needs of the Business: 
The Dilemma of Section 102(c), 60 Harv. 
L. Rev. 1282 (1947) ; Cary, Current Reflec- 
tions on Section 102 in PROCEEDINGS OF 
New York University EricghtH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 1250 
(1950). 

5 The ‘102’ Cases, 3 Tax L. Rev. 119 
158 (1947). 
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spread fears of a major depression 
following the cessation of hostilities 
in 1945 were not realized ; on the con- 
trary, business boomed as never be- 
fore in most industries as consumers 
rushed to acquire goods which had 
been unavailable during the war years, 
and corporations found themselves 
possessed of unprecedented profits. 
Third, the Trico Products case,® espe- 
cially in so far as the successful suit 
of minority stockholders against the 
directors was concerned, aroused 
fears of the implications of section 
102, though Lasser and Holzman may 
be putting it a bit strongly when they 
remark that “Section 102 sits, in dis- 
embodied form, at the directors’ meet- 
ing of every well-managed corpora- 
tion... .”7 Fourth, cases such as 
the World Publishing Company case ® 
seemed to suggest that both the Bu- 
reau and the courts would support a 
more vigorous administration of the 
section with unforseen but clearly un- 
pleasant consequences to taxpayers. 
There followed a flood of literature 
of which mention was made above. It 
was to shed light upon the economic 
consequences of section 102 that the 
Tax Institute in 1949 launched the 
study which has now been published 
as Economic Effects of Section 102. 

The volume is in two main parts: 
one is devoted to a presumably ver- 
batim account of the discussions of a 
fact-finding panel on the economic 
effects of section 102 ; the second con- 
tains the verbatim account of the dis- 
cussions of a policy discussion panel. 


6 The history of this case is set forth at 
length in Lasser and Hotzman, op. cit. 
supra note 1, c. 7. 

7 Ibid. at 3. 

8 World Publishing Co. v. United States, 
169 F.2d 186 (1948). 
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A report is also given of the results 
of a questionnaire survey among tax 
practitioners on section 102, and there 
are valuable summaries and analyses 
as well as excellent bibliographic ref- 
erences. Participants in the discus- 
sions were in the main accountants 
and lawyers specializing in tax work, 
though there was a slight sprinkling 
of business men and of academicians ; 
one Treasury official participated in 
the policy discussions. Nearly all the 
participants are well known in the 
profession and have had considerable 
experience in taxation. Their views 
are, therefore, to be given great 
weight, though some discount should 
perhaps be made in light of the fact 
that in their private capacities they 
are advocates. Both panels were pre- 
sided over by Edwin B. George of 
Dun & Bradstreet who, in the re- 
viewer’s opinion, did a most effective 
job of keeping the participants on the 
subject and focusing their remarks 
without permitting irrelevant digres- 
sions. The discussions are free of 
rancor and obvious bias; there is evi- 
dent throughout a desire to get at the 
facts by a pooling of experience of 
specialists in the field and to formu- 
late a program based upon the results 
of experience. 

Mr. George set for his fact-finding 
panel the task of measuring the direct 
influence of section 102 on the actions 
and policies of corporations, eschew- 
ing the more ambitious assignment of 
measuring the aggregate consequences 
of such corporate actions and policies 
upon the economy as a whole. The 
discussion illustrates beautifully the 
difficulty so often found in economic 
legislation—that of finding a con- 
siderable core of agreement among 








experts. There are very few things 
upon which the members of the panel 
seem to have been in general agree- 
ment. Most, if not all of them, believe 
that the effect of section 102 is least 
on corporations with heavy capital in- 
vestments, which are largely debt- 
financed, which have a low rate of 
turnover of inventories or receivables, 
which are engaged in manufacturing, 
and the securities of which are pub- 
licly held. Most agree also that the 
effect is not so great as the litera- 
ture would indicate, and that the 
real source of the difficulty lies in the 
divergence between individual and 
corporate income tax rates. Beyond 
these points, disagreement among 
panel members seems to be the rule 
rather than the exception. 

The practitioners who answered 
the questionnaire referred to above 
seemed to believe that section 102 
reared its ugly head in a substantial 
proportion of cases. Members of the 


fact-finding panel, on the contrary, 


minimized the incidence of section 
102 problems, Austin putting the per- 
centage at about ten per cent of the 
cases, Cann at less than five per cent, 
and Dixon reporting only six chal- 
lenges under section 102 out of 2800 
returns filed. 

Presumably the chief economic 
effect of section 102 would be in forc- 
ing the payment of dividends. While 
no member of the panel would go so 
far as to argue that section 102 was 
the sole or dominant consideration in 
dividend declaration in a large num- 
ber of cases, a few participants cited 
particular instances of such declara- 
tions which in the light of subsequent 
developments proved to have been 
unwise. Others seemed to believe that 
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section 102 affected only a very few 
companies in their dividend policies ; 
Rudick asserted that there is “no 
conclusive proof” of a connection 
between section 102 and dividend 
policies. 

Much the same kind of division of 
opinion appears in respect to other 
possible economic effects, such as debt 
financing, expansion of the business, 
prevention of adequate reserves to 
meet vicissitudes, creation of non- 
liquidity on balance sheets, conversion 
of corporations into partnerships or 
proprietorships, and sales or mergers 
of business. A number of members 
speaking on this last point expressed 
the view that section 102 was influ- 
ential in shaping decisions of busi- 
nessmen to sell out and convert cor- 
porate surpluses into long-term capital 
gains.®° The lack of a consensus on 
these matters is disappointing to those 
who search for certainty, but there is 
no reason to doubt that the differ- 
ences are genuinely grounded in the 
diversity of experience of the panel 
members, which in turn reflects the 
enormously varied conditions to be 
found in different parts of our econ- 
omy. Similar results were obtained 
from the questionnaire! To illustrate: 
seven practitioners found that section 


® Thus, Cann says, “I do feel that 102 is 
a contributing factor in the acquisition of 
smaller businesses by larger businesses.” 
(47). Sibley comments, “We see men, who 
have built their businesses from small ori- 
gins to highly successful enterprises, being 
forced by their judgment to divorce them- 
selves from those enterprises and permit 
absentee management.” (55). Rudick adds, 
“...4102 has stimulated mergers and 
sales of businesses whether to competitors 
or to other companies or even to charitable 
organizations. I think there is considerable 
justification for that conclusion.” (59). 
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102 frequently stimulated and infre- 
quently retarded expansion or reha- 
bilitation of plant or acquisition of 
new machinery, while three practi- 
tioners found that section 102 had 
precisely the opposite effect. Twenty- 
seven asserted that section 102 fre- 
quently stimulated the reduction of 
debt, but twenty asserted that it fre- 
quently retarded the reduction of 
debt. 

In summary, neither the question- 
naire nor the fact-finding panel points 
to any definite economic effects of 
section 102, which commands the sup- 
port of the participants generally, ex- 
cept perhaps in relation to mergers. 
Nearly all of them believe that sec- 
tion 102 has some economic effects 
(presumably undesirable), but agree- 
ment is lacking as to precisely what 
these effects are and how significant 
they are. To this extent the volume 
does not furnish a very helpful guide 
to public policy. 

It is true, of course, that the larger 
publicly-owned corporations can pile 
up large cash resources with much 
less fear of section 102 than the 
closely-held corporations. The his- 
tory of the administration of section 
102 leads clearly to the conclusion 
that the closely-held corporation which 
does not pay out much of its income 
in dividends but uses the money for 
expansion, whether in its own or 
another business, is not likely to be 
challenged. Where the money is not 
used fairly soon after it has been 
earned, there is some danger of a sec- 
tion 102 assessment, though even in 
such instances the retention of earn- 
ings for a bona fide corporate purpose 
seems to entail little jeopardy.’° 


10 See Richardson, Dividend Policies in 
View of Section 102 in PROCEEDINGS OF 
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It is difficult to believe that any 
sophisticated tax practitioner would 
have any real trouble over section 102 
in any case where it was not abun- 
dantly clear that the failure to pay 
dividends was caused by the desire to 
avoid surtaxes, and it strains cre- 
dulity to be told that a businessman 
would buy up another business, or 
would engage upon an unwanted and 
unnecessary program of plant ex- 
pansion, or deliberately convert his 
current assets into illiquid assets, for 
the sole or principal purpose of avoid- 
ing the payment of the tax. In border- 
line cases section 102 may have an 
important effect. On the whole, this 
reviewer is of the opinion that the 
economic effects of section 102 have 
been greatly exaggerated, and is in- 
clined to agree with Austin’s com- 
ment to the effect that “the only eco- 
nomic effect that would be reasonably 
determinable and measurable would 
be on the tax practitioners” (38). 

It was the Tax Institute’s purpose 
to have the policy panel base its 
recommendations on the facts found 
by the fact-finding panel. Actually, 
the policy panel seems to have gone 
its own way, though at particular 
points its discussions refer to the work 
of the other panel. The suggestions 
made by the members of the policy 
panel all proceed upon the assump- 
tion that something needs to be done 
about section 102, virtually no atten- 


New York UNIversity Firrh ANNUAL 
INSTITUTE ON FEDERAL TAXATION 432-40 
(1947) ; Miller, Bureau Policy on Section 
102 in PRocEEDINGS OF NEw YorK UNIVER- 
sity S1xtH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 975-977 (1948); Slonim, How 
to Cope with the Section 102 Bugaboo in 
ProceepDINGS OF New YorK UNIVERSITY 
SEVENTH ANNUAL INSTITUTE ON FEDERAL 
TaxaTIon 533-546 (1949). 








tion being paid to the suggestion ad- 
vanced by Chairman George that the 
group might recommend the retention 
of section 102 unamended. As in the 
case of the fact-finding panel, the 
members of the policy panel, with 
only a single dissent, believed that 
the objective sought by section 102 
justified some kind of legislative inter- 
diction upon the withholding of divi- 
dends for the purpose of avoiding sur- 
taxes. On the best method of doing 
this, and nothing more, there was 
relatively little agreement among the 
panel members. 

Nearly all the recommendations 
which have been made over the past 
four or five years were advanced by 
one member of the panel or another. 
Some favored exemption of incomes 
below a certain figure from section 
102 perils; others sought to exempt 
corporations in which no individual 
or small group owned more than a 
certain percentage of the total stock 


or in which the dividend pay-out was. 


more than a given percentage of in- 
come. Most agreed that it was de- 
sirable that the Commissioner of 
Internal Revenue make as explicit as 
possible the ground upon which cor- 
porations might withhold dividends 
without jeopardy; they also favored 
the establishment within the Bureau 
of a unit which would rule upon tax- 
payers’ applications for interpreta- 
tions of their status under section 102. 
Of greatest interest were the panel’s 
recommendation that corporations be 
permitted to accumulate to meet for- 
seeable needs which were not imme- 
diate; the recommendation that sec- 
tion 102(c) be amended by striking 
out the requirement that the taxpayer 
must establish the reasonableness of 





398 TAX LAW REVIEW 





[Vol. 7: 


the needs by the clear preponderance 
of evidence ; and the recommendation 
that a deficiency dividend credit be 
allowed in those instances in which 
the taxpayer distributed a dividend 
within 90 days after the Bureau filed 
a notice. Many other possibilities 
were discussed and rejected either on 
the ground that they were undesir- 
able or that they would prove difficult 
of administration. 

If the volume does not entirely live 
up to its title, the difficulty is with the 
subject matter and not with the par- 
ticipants in the panels. They collabo- 
rated to produce a book which, if not 
a definitive study of the subject, is a 
valuable addition to the literature, one 
which deserves serious consideration 
by practitioners and administrators 


alike. 
—EMANUEL STEIN * 


O1t AND Gas TAX QuaRTERLy. VOL. 
I. No. 1. Edited by JAMEs T. wIL- 
LIAMS, 11. New York: Matthew Ben- 
der & Company, Inc., October, 1951. 
Pp. 42. $21.00 per annum. 


The Oil and Gas Tax Quarterly, 
on the showing of its first issue, is a 
highly useful tool, not only for lawyers 
and accountants in the oil and gas 
tax field but also for financial officers 
and investors in the industry. 

The value of the Quarterly is indi- 
cated by the qualifications of its 
Editor. James T. Williams, II is 
presently a manager of the New York 
tax department of Arthur Young & 
Company. Until recently he was an 
attorney in the Interpretative Divi- 
sion of the Office of the Chief Coun- 
sel of the Bureau of Internal Revenue. 


* Professor of Economics, New York 
University. 
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There he had extensive experience 
in oil and gas tax matters. One 
would hope to find in the Quarterly, 
therefore, an informed discussion of 
the Bureau’s position with respect to 
current problems in the field. This 
hope is happily fulfilled in the first 
issue. 

The Quarterly quite properly does 
not take a critical or a theoretical ap- 
proach to its field. It leaves this func- 
tion, as it should, to the law reviews. 
What it does is to set forth current 
developments and existing law (or 
the lack thereof) on specific points 
both of general interest and particular 
difficulty. It wisely adopts a working 
approach. 

The leading article in the first 
issue deals with I.T. 3930,1 which 
prescribes the application of associa- 
tion tests to oil and gas joint ven- 
tures. This is for the professional 
technician in the field. Corporate 
finance officers will appreciate the 
shorter article on anticipating income 
to retain the maximum percentage 


11948-2 Cum. Butt. 126. 
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depletion deduction. The investor will 
be set straight by Mr. Williams’ com- 
ment on “Your Tax Liability and 
Wildcat Oil Wells,” an article which 
appeared in the March, 1951 issue of 
American Business, and will be in- 
terested also in the note on install- 
ment bonus payments. 

A feature which will appeal to the 
tax lawyer who is harassed by ad- 
vance sheets is the section devoted to 
abstracts of court decisions. The 
editor’s comment on these decisions 
is all too brief and can profitably be 
expanded in subsequent issues. Sum- 
maries of other writing in the field 
and comment thereon would also be 
helpful and presumably may be ex- 
pected. 

The first edition of the Quarterly 
is a one-man job. Conceivably, the 
help and contributions of others will 
be drawn upon in future issues, but 
on the showing of the first issue Mr. 
Williams hardly needs it. 

—R. PALMER BAKER, JR.* 


* Member of the New York Bar, Asso- 
ciated with Lord, Day & Lord. 
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Tax Aspects Of Operations Under The 


Puerto Rican Exemption Program 
HARRY J. RUDICK AND GEORGE S. ALLAN 


‘Bex prospect of avoiding even for a limited period one of life’s two 
platitudinous certainties, death and taxes, has understandably evoked the 
description of Puerto Rico as a “Taxpayer’s Paradise” from so staid a 
publication as the Wall Street Journal. The paradisaical possibilities stem 
from an unusual combination of Puerto Rican and United States tax 
statutes. One of the familiar and long-standing provisions of our Internal 
Revenue Code designed to encourage industrial activity within our posses- 
sions is, of course, section 251, exempting certain domestic corporations 
from tax on business conducted in such possessions. A further provision 
generally designed to prevent double taxation of individual income earned 
abroad appears in section 116, aimed chiefly at relieving United States 
citizens from tax on income earned abroad while foreign residents. Con- 
siderable change in the embroidery upon these sections was made by the 
Revenue Act of 1950 with reference to Puerto Rico, but the general pattern 
remains somewhat the same. Furthermore, although Puerto Rico is a 
United States possession, Puerto Rican corporations are viewed by our tax 
laws as foreign corporations and are therefore exempt from tax on income 
from Puerto Rico or other foreign sources. 

In the case of Puerto Rico, these United States provisions are supple- 
mented by a general program of tax exemption which the Puerto Rican 
Government, in a bold attack upon its pressing economic problems, adopted 
in 1947. Puerto Rico is faced with a combination of high population and 
limited natural resources. The problem has been effectively described by 
Jaime Benitez, Chancellor of the University of Puerto Rico: * 


Population pressure in the United States would begin to compare with that 
of Puerto Rico if all the people of the world—over two billion men, women, 


Harry J. Rupick is Professor of Law at New York University, and a partner in Lord, 
Day & Lord, New York City; author of many articles in legal publications; member of 
Tax Committee of New York State and American Bar Associations; a technical advisor 
to the Subcommittee on Taxes of the Committee for Economic Development; counsel 
to the Business Committee of the National Planning Association; and a Faculty Editor 
of the Tax Law Review. 

Georce S. ALLAN is a member of the New York and Illinois Bars, associated with 
Lord, Day & Lord, and is a lecturer on the Law of Taxation at New York University 
School of Law. 

The writers wish to acknowledge the valuable assistance of their associate, Ira T. 
Wender of the New York Bar, in connection with the preparation of: this article. 

1 Foreword, PERLorr, Puerto Rico’s Economic Future (1950). 
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and children—landed there overnight and if, by the same nocturnal magic, all 
available mineral resources were eliminated, heavy industry disappeared, and 
agriculture became the main source of employment. 


A few statistics will serve to indicate the severity of these problems. 
From 1899 to 1950 the population of Puerto Rico increased from less than 
1,000,000 to 2,219,000. In 1950 the total labor force was estimated at 
786,000. In the same 51-year period the number of workers employed in 
agriculture has slightly increased from about 200,000 to approximately 
232,000. Only a relatively small percentage of the balance of the labor 
force has found employment in manufacturing. During the five years from 
1946 through 1950, total unemployment averaged over 14 per cent and par- 
tial unemployment averaged nearly 21 per cent. Thus, roughly 35 per cent 
of Puerto Rico’s labor force is not fully employed. Puerto Rico’s per capita 
income is about one-fifth of that in the United States and considerably less 
than one-half that of our lowest-ranking state, Mississippi. 

Against this background the Island is today seeking a solution which will 
“keep under control unemployment, illiteracy, and disease and at the same 
time foster production, efficiency, and democracy.” * As one segment of 
a broad reform and industrialization program, the Industrial Tax Exemp- 
tion Act of Puerto Rico offers a near-complete tax holiday until June 30, 
1959, and a partial tax exemption until June 30, 1962, to many individuals 
and industries. Supplementing the grant of an exemption, Puerto Rico 
has made provision for real estate facilities, training workers for new 
industries, and loans to assist in theit establishment. 

In days when the American business man is beset by increasing taxes of 
every description, the unusual combination of American and Puerto Rican 
tax exemptions gives an unusual impetus to the possibility of establishing 
manufacturing operations within the latter area. A tax exemption on for- 
eign operations, which is not only unilateral but bilateral, and which enjoys 
not only technical legality but the affirmative statutory invitation of both 
jurisdictions, presents possibilities which cannot be ignored. At the same 
time, a utilization of the exemption raises certain long-range problems 
connected chiefly with the United States and Puerto Rican taxes upon the 
ultimate realization of the tax-free earnings. 

Many of the details of the Puerto Rican tax exemption program have 
already been discussed elsewhere.’ The purpose of this study is to canvass 

2 [bid. 

8 E.g., Baker, Puerto Rico’s Program of Industrial Tax Exemption, 18 Gro. Wasu. L. 
Rev. 327, 443 (1950) (the best source of background information concerning this field). 
See also Baker and Curry, Taxpayer's Paradise in the Carribbean, 1 Vanp. L. Rev. 194 
(1948) (discussing the predecessor exemption statutes, particularly Act No. 346, approved 
May 12, 1947, as amended by Act No. 22 of Dec. 5, 1947); Krause, Dividends Free of 
Taxes! 5 Miami L. Q. 426 (1951). 
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the practical methods of utilizing the exemption by American business, 
chiefly in the light of ultimate United States tax implications. 


I. Puerto RicAN TAXES AND THE TAX EXEMPTION PROGRAM 
A. THE EXEMPTION PROGRAM 


Reduced to skeleton form, the Puerto Rican Industrial Tax Exemption 
Act * extends to certain eligible industries a complete tax exemption until 
June 30, 1959, and thereafter a partial exemption of 75, 50, and 25 per 
cent, respectively, for the three succeeding years, with reference to: 

(1) income taxes on income derived from the operation of an exempt 
industry ; ° 

(2) income taxes on rent received for the use of real property by an 
exempt industry ; ° 

(3) Insular and municipal property taxes on property employed in the 
development or operation of an exempt industry,’ as well as property leased 
to such an industry ; * and 

(4) municipal license fees, excises, and other taxes.° 
While there is no abatement of workmen’s compensation contributions, 
motor vehicle fees, and Insular license fees and excises,’® exemption from 
the more important Insular excise taxes is usually obtainable under various 
special exemption statutes.” 

Patently, the purpose of the program is to encourage the industrialization 
of Puerto Rico,” which is its chief hope for economic salvation. In accord- 


#Act No. 184, approved May 13, 1948, as amended. For further details, see Puerto 
Rico, U.S.A.—Facts ror Business (1952). 

5 Section 4(a) (2). 

6 Section 12. 

7 Section 4(a) (1). 

8 Section 12. 

® Section 4(a) (3). 

10 Section 10. 

11 Some of the additional available exemptions relate to: 


(a) Excise taxes on machinery, apparatus and equipment essential to exempt indus- 
— (Act No. 77 of 1944, as amended by Act No. 436 of 1947 and Act No. 195 of May 7, 


(b) Excise tax on goods transferred from one manufacturer to another or to a ship- 
ping agent for export (Act No. 84 of May 8, 1945). 

(c) Excise tax on industrial safety equipment (Act No. 139 of May 9, 1945). 

(d) Property taxes on personal property brought into Puerto Rico for processing or 
assembly and then shipped outside the Island (Act No. 45 of May 2, 1945). 

(e) Property taxes on products improved through aging and stored for such purpose 
(Act No. 53 of May 5, 1945). y 

(£) Property taxes on raw materials used for manufacturing (Act No. 61 of May 5, 
1945 


12 The Industrial Tax Exemption Act, in its Statement of Motives, recites: 


“That considering the limitations in territory, in agricultural wealth, and in other 
natural resources of Puerto Rico, it is an unavoidable duty of our Government to 
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ance with this objective the exemption is restricted to industries producing 


pro 


ducts not manufactured in Puerto Rico prior to January 2, 1947,** and 


to expansions of certain “designated industries” which the Legislature of 
Puerto Rico considers to “have good prospects for further development.” ** 


13 


14 





promote the industrial development of the country in order to raise the standard of 
living of the people of Puerto Rico and to give a sound foundation to its economy. 

“That in order to ensure the most effective development of the necessary industrializa- 
tion, so as to lay a solid foundation for Puerto Rican economy, it is necessary to give 
to all new industries as well as to some of the industries already established and 
which have a potentiality for expansion because they have not yet reached their 
full development, the greatest possible encouragement by granting them tax exemp- 
tion subject to the fulfillment of certain conditions.” 


The Industrial Tax Exemption Act (§2) provides that: 


“There shall be eligible for tax exemption under the provisions of this Act: 

a. Any industrial unit having as its objective the production on a commercial 
scale in Puerto Rico, subsequent to January 2, 1947, of any manufactured product not 
in production on a commercial scale in Puerto Rico on said date, and for which 
there were on such date in Puerto Rico no manufacturing facilities capable of the 
production of said manufactured product on a commercial scale.” 


The designated industries are: 


“1. Articles produced by assembly plants. By assembly plants shall be under- 
stood those factories engaged in the production of articles of commerce, excluding 
furniture, by the joining of parts, provided that the cost of the work of assembling 
the articles represents such a substantial part of the total cost of the article that, 
in the judgment of the Governor, the industry deserves the exemption herein provided 
for. 2. Articles of straw, reed, and other fibers. 3. Artificial flowers. 4. Balls for 
baseball and other sports. 5. Bedsprings and mattresses. 6. Billfolds and other articles 
made of leather or imitation leather. 7. Bodies for motor vehicles. 8. Candles. 9. Candy. 
10. Canned products. 11. Ceramics, including bricks, roof tiles, sanitary ware, tiles 
of all kinds, and other clay products. 12. Cheese. 13. Cigars. 14. Cigarettes. 15. 
Cinematographic jobs in motion pictures produced and exhibited for commercial pur- 
poses. 16. Cosmetics. 17. Cotton, silk, or rayon hosiery. 18. Crackers. 19, Edible oils 
and fats. 20. Fiber from the coconut and other fibrous plants, and articles and prod- 
ucts derived therefrom. 21. Fishing tackle, including nets and rods. 22. Furniture 
except what is provided under No. 1 above. 23. Polishing of diamonds and other 
precious and semiprecious stones. 24. Glassware, 25. Gloves. 26. Matches. 27. Paper- 
board and paper pulp. 28. Pottery. 29. Candied citron. 30. Candied or preserved 
fruits. 31. Rugs. 32. Shoes and slippers. 33. Soaps. 34. Food pastes. 35 Tannery 
products. 36. Tin containers. 37. Toys. 38. Water and oil paints. 39. Cattle and 
poultry feed mix in general. 40. Women’s outerwear including, but not limited to, 
dresses, coats, blouses, skirts, slacks, housecoats, pajamas, and bath-robes, provided 
the cutting of material therefor is done in Puerto Rico. 41. Men’s outerwear, includ- 
ing, but not limited to, pants, suits, overcoats, top-coats, sport coats, slacks, dress 
shirts, sport shirts, work shirts, bath-robes and lounging robes, provided the cutting 
of material therefor is done in Puerto Rico. 42. Any article of commerce manu- 
factured mainly from textiles, and which is produced in Puerto Rico, provided ninety 
(90) percent or more of the cost of the textiles used in the manufacture thereof, 
covers textiles produced in Puerto Rico: PROVIDED, HOWEVER, that for the 
purpose of computing the said ninety (90) percent, any lace, drawn work, mesh, 
ribbons, braids, rickrack and narrow elastic and nonelastic fabrics used in the manu- 
facture of said articles shall be disregarded.” 


The Act in section 2(b) limits the exemption granted designated industries as follows: 


“There shall be eligible for tax exemption under the provisions of this Act: .. . 
“(b).—New Units of Designated Industries—Any new unit of one of the desig- 
nated industries, having as its object the beginning of production, on a commercial 
scale, in Puerto Rico, on any date subsequent to May 12, 1947, or, in the case of 
designated industry No. 41, subsequent to May 14, 1949, and in the judgment of the 
Governor : 
“1.—Is or will be established in good faith and with a permanent character. 
“2.—Produces, or will produce on a sustained basis, within a reasonable 
period of time, a substantial amount of articles of commerce additional to the amount 
of the same articles of commerce theretofore being produced by other industrial 
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When an exemption is granted to a new unit of one of the “designated” 
industries, other industrial units of that designated industry are also 
granted the exemption privilege.” 

Application for exemption is made to the Governor of Puerto Rico 
through the Office of Industrial Tax Exemption, Santurce, Puerto Rico, 
on forms supplied by that office.** While the Governor has discretionary 
power to deny an exemption if the applicant plans to produce goods which 
would compete with articles already produced in Puerto Rico, it will usually 
be granted if the new industry will be a substantial aid to the industrializa- 
tion of the Island. Once granted, an exemption may be revoked only if 
the recipient fails to comply with the Act or regulations issued pursuant to 
it, fails to begin or finish construction of his factory within the time 
allowed by the exemption plus any extensions of time subsequently granted, 
or discontinues production without authorization for more than thirty 
days.*” Since exemptions are declared to be contracts between the Govern- 
ment of Puerto Rico and its recipient and are supported by a direct benefit 
to Puerto Rico, revocation of an exemption granted to a company which 
undertook production in Puerto Rico in reliance on the exemption would 
seemingly be barred by the prohibition against the impairment of the obli- 
gation of contract contained in the Island’s Organic Act.** Transfers of 
the exemption, including sale of stock, require approval of the Governor,” 
although transfers from a subsidiary to its parent corporation are permissi- 
ble upon written notice to the Governor and Treasurer of Puerto Rico.” 

There can be little question that the exemption program is a constitu- 
tional exercise of the taxing power of the Puerto Rican Government. The 
Organic Act, under which the Island’s Government is organized, contains 
many of the same taxing power restrictions as our Federal Constitution, 
namely, that the rule of taxation shall be uniform and that no law shall 
be enacted which deprives any person of life, liberty, or property without 
due process of law or denies the equal protection of the laws to any person. 
Similar limitations are imposed by the new Constitution of Puerto Rico, 
which was recently adopted by popular vote and will become effective after 

units in operation in Puerto Rico; PROVIDED, that in determining the amount of 
the production in Puerto Rico of such articles of commerce, the Governor shall use 
the average production in Puerto Rico of such articles for the three calendar years 


immediately preceding the calendar year in which the petition for tax exemption 
for the new unit is filed.” 

15 Section 2(c). 

16 Section 3. 

17 Section 14. 

18 This specific question is thoroughly discussed in Baker, supra note 3. 

19 Procedure for Tax Exemption Petitions, promulgated by the Governor of Puerto 

Rico, Sec. 13. 
20 Industrial Tax Exemption Act, §17. 
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ratification by Congress.” These provisions were adapted from our Federal 
Constitution and are to be interpreted accordingly.” 

Since the uniformity required is geographic and not substantive,” no 
violation occurs from exempting only certain persons within the Island. 
A tax is lacking in due process only if the taxing authority has no juris- 
diction over the taxable event,”* or if it is so unreasonable or arbitrary as 
not to involve the exercise of the taxing power but of a forbidden power 
such as the confiscation of property.”* Self-evidently, Puerto Rico has 
jurisdiction to impose an income tax on manufacturers in Puerto Rico. If 
the rates imposed on those subject to tax are not confiscatory, the exemp- 
tion from tax of others ought not to make the tax a denial of due process.” 
So long as the classification of those freed from taxation is reasonable,” 
an exemption is not a denial of the equal protection of the laws.” 


21 P.R. Const., Art. II, §7 and Art. VI, §3. 

22 Ballester-Ripoll v. Court of Tax Appeals of P.R., 142 F.2d 11, 18 (1st Cir. 1944), 
cert. denied, 323 U.S. 723 (1944). 

23 Brushaber v. Union Pacific Railroad Company, 240 U.S. 1, 24 (1916). Some states 
have interpreted uniformity as requiring taxes to be both “uniform and equal”; see 
CooLey, CONSTITUTIONAL LiMITATIONS 1064 et seq. (8th ed. 1927). 

24 Wisconsin v. J. C. Penney Co., 311 U.S. 435, 444-445 (1940). If there is jurisdic- 
tion, due process has been satisfied. Greenough v. Tax Assessors of Newport, 331 U.S. 
486 (1947); opinion of Justice Rutledge in International Harvester Co. v. Department 
of Treasury, 322 U.S. 340, 352 et seg. (1944). 

25 A. Magnano Co. v. Hamilton, 292 U.S. 40, 44 (1934); Brushaber v. Union Pacific 
Railroad Company, supra note 23, at 24-25. 

26 The federal tax structure includes many partial exemptions for favored activities, 
such as Western Hemisphere trade corporations under sections 109 and 26(i), China 
Trade Act corporations under Supplement K, and the derivation of income from business 
within a possession of the United States under section 251. No federal income tax provi- 
sion has ever been successfully attacked as violative of due process, although a few estate 
and gift tax provisions have been overthrown on such grounds, e¢.g., Heiner v. Donnan, 
285 U.S. 312 (1932). 

27 For years the Supreme Court has indicated unwillingness to substitute its judgment 
of reasonableness for that of a legislature. In Madden v. Kentucky, 309 U.S. 83 (1940), 
a Kentucky property tax imposing higher rates on bank deposits of its citizens outside 
Kentucky than on those in Kentucky was held valid. The Court stated (at 88): 

“Since the members of the legislature necessarily enjoy a familiarity with local condi- 
tions which this Court cannot have, the presumption of constitutionality can be overcome 
only by the most explicit demonstration that a classification is a hostile and oppressive 


discrimination against particular persons and classes. The burden is on the one attacking 
the legislative arrangement to negative every conceivable basis which might support it.” 


See also Carmichael v. Southern Coal & Coke Co., 301 U.S. 495 (1937); Bell’s Gap 
Railroad Co. v. Pennsylvania, 134 U.S. 232, 237 (1890). 

28 A great variety of exemption statutes have been held valid. Metropolitan Street 
Railway Co. v. New York, 199 U.S. 1 (1905); American Sugar Refining Company v. 
Louisiana, 179 U.S. 89 (1900) ; Carmichael v. Southern Coal & Coke Co., 301 U.S. 495 
(1937) ; Crafts v. Ray, 22 R.I. 179, 46 Atl. 1043 (1900) ; Duke Power Company v. Bell, 
156 S.C. 299, 152 So. 865 (1930) ; Hermitage Co. v. Goldfogle, 204 App. Div. 710 (N.Y. 
Ist Dept. 1923), aff’d, 236 N.Y. 554 (1923). 











su 
inc 


th 








1952] OPERATIONS IN PUERTO RICO 409 
B. THE Puerto Rican Tax STRUCTURE 


After excises, which compose about 35 to 40 per cent of the total receipts 
of the Puerto Rican Government, the most important source of Puerto 
Rican revenue, accounting for about 25 per cent, is the income tax.” In 
the next decade a shift toward greater emphasis upon income taxes as a 
source of revenue may be expected.*° 

The Insular income tax generally resembles the Internal Revenue 
Code; the major differences are lower rates, fewer loophole-closing provi- 
sions, absence of an excess profits tax, taxation of partnerships as corpora- 
tions, and lack of special treatment of capital gains and losses except in 
certain cases involving real estate. The pattern and definitions of the 
Internal Revenue Code with respect to gross income, deductions, and net 
income are largely duplicated. Corporate rates vary from 21 per cent to a 
maximum approaching 36.75 per cent.** 

The Island’s individual income taxes also generally follow the federal 
income tax. Although the Island has no provisions for marital splitting 
of income, with the result that the actual rate of tax in the middle brackets 
is sometimes higher, the total tax on non-capital gain income is always less 
than that imposed on equivalent income in the United States.** Allowable 


29 Economic Division, Puerto Rico PLANNING Boarp, Economic DEVELOPMENT OF 
Puerto Rico, 1940-1950, 1950-1960, 79 (P.R. 1951). For the fiscal year 1949-1950, 
excise taxes yielded $42,800,000 and income taxes $28,000,000. 

80 See recommendations of the PLANNING Boarp, ibid. at 141 et seq. 

31 Income Tax Act of 1924, as amended. 

82 The normal tax is 20 per cent on all net income. Income Tax Act of 1924, as 
amended, §28(a). In addition, a surtax of from 5 per cent on income in excess of $25,000 
to 20 per cent on income in excess of $100,000 is imposed (§28(b)). In computing the 
surtax a credit is allowed for the normal tax paid, plus a credit of 5 per cent of net 
income (§34). In 1951 all tax rates were increased 5 per cent. 

33 Personal income taxes consist of a basic normal tax of 7 per cent under the Income 
Tax Act of 1924, as amended (§12(a)), plus a graduated surtax under section 13 of 
the Act at the following rates: 


Net Income Tax 
$ 0-$ 2,000 5% 
2,000- 4,000 $ 100 plus 8% on the excess 

4,000- 6,000 260 plus 12% “ “ 5 
6,000- 8,000 500 plus 15% “ “ _ 
8,000- 10,000 800 plus 19% “ “ 
10,000- 12,000 1,180 plus 23% “ “ * 
12,000- 14,000 1,640 plus 26% “ “ " 
14,000- 16,000 2,160 plus 29% “ “ $ 
16,000- 18,000 2,740 plus 32% “ “ “ 
18,000- 20,000 3,380 plus 34% “ “ + 
20,000- 22,000 4,060 plus 37% “ “ ss 
22,000- 26,000 4,800 plus 40% “ “ " 
26,000— 32,000 6,400 plus 44% “ “ . 
32,000— 38,000 9,040 plus 48% “ “ 
38,000- 44,000 11,920 plus 54% “ “ - 
44,000- 50,000 15,160 plus 56% “ “ | “ 
50,000- 60,000 18,520 plus 58% “ “ S 


(Continued next page) 
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deductions are similar, but personal credits are calculated differently. A 
withholding tax of 30.45 per cent is imposed on dividends paid to non- 
residents.*® While dividends paid by an exempt corporation to a Puerto 
Rican resident are untaxed, no similar exemption is usually extended to 
salaries paid by such a company or dividends paid to non-residents. As a 
result of these limitations on the exemption, bounty may prove twice 
blessed, blessing the giver as well as the recipient ; the actual over-all yield 
of Puerto Rican taxes is likely to be increased rather than decreased by the 
exemption program. 


II. TAx TREATMENT OF PUERTO RICAN INCOME UNDER 
INTERNAL REVENUE CODE 


A. CoRPORATIONS 


Generally, United States corporations are taxed upon their world-wide 
income, including that from Puerto Rico, unless qualified for special 
statutory treatment.** Partial relief as to foreign-source income, either by 
an exclusion from gross income or a credit against net income, is provided 
in certain cases by sections 251 and 109 of the Code. 

Under section 251 of our Code, the gross income of domestic corpora- 
tions,*’ 80 per cent or more of whose gross income is derived from within 
United States possessions such as Puerto Rico and 50 per cent or more 
of whose gross income is derived from the active conduct of a trade or 
business within such a possession, includes only gross income derived from 
or received within the United States, provided the 80 and 50 per cent 
requirements are met during the three-year period immediately preceding 


Net Income Tax 
$60,000-$70,000 $24,320 plus 60% on the excess 
70,000- 80,000 30,320 plus 63% “ “ ss 
80,000- 90,000 36,620 plus 66% “ “ - 
90,000-100,000 43,220 plus 67% “ “ “ 
100,000-150,000 49,920 plus 68% “ “ " 
150,000-200,000 83,920 plus 70% “ “ 2 
Over 200,000 118,920 plus 72% “ “ ” 


Since in 1951 all tax rates were raised 5 per cent, the present normal tax rate is 7.35 
per cent and the maximum surtax rate 75.6 per cent. A non-resident receiving compen- 
sation for personal services rendered in Puerto Rico is subject to both the normal tax 
and surtax (§12(b)(1)). 

84Income Tax Act of 1924, as amended, section 18, provides a personal exemption of 
$800 to unmarried individuals, $2,000 to married persons or heads of families, plus 
$400 per dependent. 

35 Jd. at section 19(f) applies a withholding rate of 29 per cent, which is subject to the 
1951 five per cent increase of all taxes. 

36 Reg. 111, Sec. 29.22(a)-1. 

87 For years after 1950 the term “possession of the United States” as used in section 251 
does not include Puerto Rico with reference to individual United States citizens, but 
continues to include Puerto Rico in so far as domestic United States corporations are 
concerned ; see Revenue Act of 1950, Sec. 221, amending I.R.C. §251(d). 
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the close of the taxable year or the applicable part of such period. If a 
corporation has engaged in business in Puerto Rico for less than three 
years, qualification depends upon fulfilling the income percentage require- 
ments only for the period during which such Puerto Rican business was 
actively conducted,** so that a new corporation need not necessarily be 
created. Peculiarly, payments actually received in the United States are 
included in gross income regardless of the source from which derived.* 
Deductions allocable to includible United States gross income are allowed,*° 
with the result that only net income derived from or received within the 
United States is subject to tax. 

Special treatment is also accorded Western Hemisphere trade corpora- 
tions as described in section 109 of the Code. To qualify under that provi- 
sion, which like section 251 applies only to domestic rather than foreign 
corporations, the company must 

(1) perform all of its business in countries in “North, Central, or South 
America, or in the West Indies, or in Newfoundland” ; 

(2) receive 95 per cent or more of its gross income for the three-year 
period immediately preceding the close of the taxable year (or for such 
part of the period during which the company was in existence) from 
sources outside the United States ; and 

(3) have derived at least 90 per cent of its gross income for such period 
from the active conduct of a trade or business. 

Since Puerto Rico is a “country” within the meaning of section 109,* 
the benefits of that section appear available to domestic corporations 
operating there. Western Hemisphere trade corporations are currently 
entitled to a credit of 27 per cent of normal-tax net income for taxable 
years beginning before April 1, 1954 and to a 30 per cent credit for taxable 
years beginning on or after that date; ** they are also exempt from excess 
profits tax.** The result is roughly equivalent to a tax of 38 per cent on 
net income as compared with the usual corporate rate of approximately 
52 per cent. However, a Western Hemisphere company remains subject 
to substantial current taxation, including possible taxes under section 102, 


88 Julian Larcombe Schley, 42 B.T.A. 434 (1940); I.T. 1973, III-1 Cum. Butt. 
376 (1924). 

89].R.C. §251(b). The Bureau has indicated, however, that if payment is received 
outside the United States and later, even during the same year, is credited to a bank 
account in the United States, the exclusion from gross income still applies. I.T. 3348, 
1940-1 Cum. Butt. 93. 

40T.R.C. §251(e) and (g). 

41 1.T. 3748, 1945 Cum. Butt. 152; see also I.T. 4067, 1951 Inr. Rev. Butt. No. 26 
at 6 (1951), for a similar ruling as to the Virgin Islands which, like Puerto Rico, are a 
United States possession. 

42T.R.C. §26(i), as amended by the Revenue Act of 1951, with reference to taxable 
years beginning after Mar. 31, 1951. : 

4 TRC. §454(f). 
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upon its foreign-source income, unlike either a section 251 or a foreign 
corporation. 

On the other hand, corporations organized under the laws of Puerto Rico 
are foreign corporations within the purview of the Code.** The Island 
has an unusual hybrid status in that it is neither a part of the United 
States nor a foreign country. Except as modified by section 221 of the 
Revenue Act of 1950, relating to certain individual taxpayers,** the federal 
Code does not apply to Puerto Rico, The Island unlike other possessions 
has its own internal revenue system, the proceeds of which flow into the 
Treasury of Puerto Rico rather than the Treasury of the United States. 
The Organic Act provides that “The statutory laws of the United States 
not locally inapplicable, except as hereinbefore or hereinafter otherwise pro- 
vided, shall have the same force and effect in Puerto Rico as in the United 
States, except the internal revenue laws other than those contained in sec- 
tions 1271-1284(i) of this title” (pertaining to customs duties).*° The 
net result is that a Puerto Rican corporation is treated in the same manner 
as any other foreign corporation for purposes of United States income 
taxes. 

Under familiar fundamentals of the Code, the gross income of a Puerto 
Rican or other foreign corporation for United States tax purposes includes 
only gross income from sources within the United States.*? Non-resident 
foreign corporations (1.e., those not engaged in trade or business within 
the United States) are taxable at 30 per cent but only upon such gross 
income derived from sources within the United States as consists of “fixed 
or determinable annual or periodical income,” for example, dividends, in- 
terest, and rents, but not sales proceeds. A 30 per cent withholding tax is 


44 T.R.C. §3797(a) (4) states that “The term ‘domestic’ when applied to a corporation or 
a partnership means created or organized in the United States or under the law of 
the United States or of any State or Territory.” I.R.C. §3797(a)(5) adds that “The 
term ‘foreign’ when applied to a corporation or partnership means a corporation which 
is not domestic.” The term “United States” is defined in §3797(a)(9) as including only 
“the States, the Territories of Alaska and Hawaii, and the District of Columbia.” The 
word “territory” as used in §3797(a)(4) is not specifically defined in the Code, but 
for tax purposes clearly applies only to Alaska and Hawaii, which are organized as terri- 
tories, and not to Puerto Rico, which is a possession. See also Reg. 111, Secs. 29.251-4 
and 29.131-2; I.T. 2285, V-1 Cum. Butt. 51 (1926) (under prior law) ; cf. Crain v. 
Guam F.2d (9th Cir. 1952), 5 CCH {9267. However, Puerto Rico is not a “for- 
eign country” for purposes of I.R.C. §116(a), exempting from tax income earned abroad 
by a United States citizen who is either a bona fide resident of a foreign country for 
an entire taxable year or present for at least 510 days during 18 consecutive months 
in a foreign country or countries. The Island of course uses United States currency 
and there is no barrier of any sort to transfers of funds from or to the mainland. 

45 See infra pp. 413 et seq. 

46 48 U.S.C.A. §734 (italics supplied). 
47T.R.C. §231(c). 
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imposed upon such fixed or determinable income.“ Resident foreign cor- 
porations are taxable upon all net income from United States sources at 
the usual corporate rates; the gross income of such a company is not 
limited to fixed or determinable income but is limited to items of gross 
income from sources within the United States. The questions as to the 
possible residence status of the Puerto Rican corporation and the applica- 
tion of the phrase “income from sources within the United States” are 
considered further below, particularly in connection with possible ship- 
ments by the Puerto Rican enterprise to the United States. 


B. INDIVIDUALS 


The income tax treatment of individual residents of Puerto Rico under- 
went a rather substantial evolution as a result of the Revenue Act of 1950. 
Prior to 1951 the taxation of the Puerto Rican residents hinged on the 
origin of their citizenship status.‘ Those individuals who were United 
States citizens because of birth or naturalization in this country or because 
of birth in Puerto Rico after the Nationality Act of 1940, were subject to 
United States tax on their income from all sources, except that if they 
qualified for special treatment under section 251 as to the percentage and 
type of income from within Puerto Rico, they would be taxable only upon 
income from United States sources. On the other hand, Puerto Rican 
residents who enjoyed United States citizenship only by virtue of the Jones 
Act of March 2, 1917, which made all citizens of Puerto Rico citizens of 
the United States on an optional basis, were subject to United States tax 
only upon income from United States sources, being treated in the same 
fashion as non-resident aliens.°° 

The 1950 Act abolished these historical whimsies. Individual citizens of 
Puerto Rico who are also citizens of the United States are henceforth sub- 
ject to United States tax on their entire income, except that under a new 
section 116(1) (1) individuals who are bona fide residents of Puerto Rico 
throughout the entire taxable year may exclude from gross income all 
income (whether earned or investment income) from sources within 
Puerto Rico."* The exclusion provided by the amendment also extends to 
aliens resident in Puerto Rico, who are now treated substantially as alien 


48 T.R.C. §§231(a) (1) and 144. As a result of such withholding, a non-resident foreign 
corporation usually need not file a United States tax return, whereas a resident foreign 
corporation is required to do so if it has any gross income from United States sources. 
Reg. 111, Sec. 29.235-2. 

49 See SUMMARY OF H.R. 8920, prepared by the Joint Committee on Internal Revenue 
Taxation, at 8 (reproduced in 5 CCH {8822 (1950) ) ; cf. Estate of Albert De Caen Small- 
wood, 11 T.C. 740 (1948). 

507.T. 3788, 1946-1 Cum Butt. 153. ; 

51 Except compensation from the United States or a federal agency. See I.T. 4047, 
1951 Int. Rev. Butt. No. 8 at 2 (1951). 
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residents of the United States for federal tax purposes.” A further sub- 
division, restricted to United States citizens,’ permits a citizen who has 
been a bona fide resident of Puerto Rico for at least two years before shift- 
ing his residence elsewhere, to exclude income from Puerto Rican sources 
attributable to the period preceding the change of residence, whether or not 
he strictly satisfies the conditions of section 116(1)(1) as to the first or 
last taxable year.” 

Since the 1950 amendments individual United States citizens, not resid- 
ing in Puerto Rico, may no longer exclude Puerto Rican income by virtue 
of section 251, but the benefits of section 251 in such cases were always 
more theoretical than real. However, the new section 116(1) stretches 
even farther, exempting all Puerto Rican income of whatever type, sub- 
ject to the establishment of residence in the Island. Although no cases have 
yet arisen under section 116(1), the question of bona fide residence will un- 
doubtedly be determined under the same principles and will be subject to 
the same doubts and difficulties as the correlative language of section 116 
(a)(1) dealing with the exclusion of income earned outside the United 
States. Similar regulations as to bona fide residence have been issued under 
both subsections, requiring the application of the rules relating to the 
residence or non-residence of an alien within the United States.°° Broadly, 
more than mere physical presence in a country even for an entire taxable 
year is necessary, and whether a person is a resident or a transient is deter- 
mined by his intention as to the duration and nature of his stay.°° An 
intention to return to the country of origin, indefinite as to time, will not 
necessarily preclude residence in the country of actual presence.°’ Con- 
cerning entry into the United States for a specific project, the regulations 
provide: °° 


One who comes to the United States for a definite purpose which in its 
nature may be promptly accomplished is a transient; but if his purpose is of 


52T.R.C. §220. 

53 T.R.C. §116(1) (2). 

54 The 1950 amendments were embodied chiefly in section 221 of the Act, which revised 
§§251(d) and 252(a), as well as adding §§116(1) and 220. These general changes pro- 
duced various amendatory by-products. See amended §143(a)(1) and (b) (relating to 
the continued withholding of tax at the source on payments from United States sources 
to alien residents of Puerto Rico); §1621(a)(6) and (8) (collection of income tax at 
the source on wages); §58(g) (declarations of estimated tax); §$131(a)(2) and (3) 
(foreign tax credit) ; §3811 (collection of taxes in Puerto Rico); and §481(a)(7) (tax 
upon net earnings from self-employment). The 1950 changes are discussed in consider- 
able detail in Krause, supra note 3, and in Baker, Tax Exemption as a Means of Attract- 
ing Industry, 20 Gro. WasH. L. Rev. 253 (1952). 

55 Reg. 111, Secs. 29.116-1 and 29.116-6. 

56 Reg. 111, Sec. 211-2. 

57 Ibid. 
58 [bid, 
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such a nature that an extended stay may be necessary for its accomplishment, 
and to that end the alien makes his home temporarily in the United States, he 
becomes a resident, though it may be his intention at all times to return to his 
domicile abroad when the purpose for which he came has been consummated 
or abandoned. 


Under the regulation quoted above the courts, in determining bona fide 
residence for purposes of section 116(a),** have relied, and will presumably 
rely in determining the similar question under Code section 116(1), chiefly 
upon such clues as whether the taxpayer is accompanied by his family,°° 
whether he rents or purchases a home or lives in a hotel,“* whether the 
taxpayer brings his personal possessions with him,** and even the degree 
of the taxpayer’s participation in the social life of the community, exempli- 
fied by church membership, joining clubs, and entertaining.** In various 
cases American technicians have been held not to be bona fide residents of 
foreign countries in which they worked on specific projects even for fairly 
extended fixed periods, because they were unable to show that they took 
any active part in the social affairs of the country or intended anything 
approaching a business career in the area.®* Of course, it is of some im- 
portance that all legal documents be signed as a resident of the country in 
which a taxpayer desires to establish a bona fide residence.** Other factual 
ingredients weighed by the courts are the opening of charge accounts, 
speaking the local language,” and the payment of taxes ® in the country in 
which residence is claimed. However, the most recent view of the Tax 
Court, in which the Commissioner acquiesced, discounts the payment of 
foreign taxes as a factor to be considered in determining bona fide resi- 
dence.*® Occasional business or vacation trips to the United States will 


59 The cases on this point are reviewed in a recent Note, The Residence Concept and 
Taxation of Foreign Income, 51 Cor. L. Rev. 378 (1951). 

60 Myers vy. Comm’r, 180 F.2d 969 (4th Cir. 1950); Herman Frederick Baehre, 15 
T.C. 236 (1950) ; Seeley v. Comm’r, 186 F.2d 541 (2d Cir. 1951). 

61 Myers v. Comm’r, supra note 60; Herman Frederick Baehre, supra note 60; David 
E. Rose, 16 T.C. 232 (1951). 

62 Herman Frederick Baehre, supra note 60. 

68 Herman Frederick Baehre, supra note 60; David E. Rose, supra note 61; Wood v. 
Glenn, 92 F. Supp. 1 (W.D. Ky. 1950). 

64 Jones v. Kyle, 190 F.2d 353 (10th Cir. 1951), cert. denied, 342 U.S. 886 (1951) ; 
cf. Herman Frederick Baehre, supra note 60, and Hans F. Wriedt, 6 TCM 144 (1947). 

65 Yaross v. Kraemer, 83 F. Supp. 411 (D. Conn. 1949) ; Lloyd M. Williams, 7 TCM 
765 (1948). 

86 David E. Rose, supra note 61. 

87 Audio G. Harvey, 10 T.C. 183 (1948). 

68 Downs v. Comm’r, 166 F.2d 504 (9th Cir. 1948), cert. denied, 334 U.S. 832 (1948) ; 
Swenson v. Thomas, 164 F.2d 783 (5th Cir. 1947). 

69 David E. Rose, 16 T.C. 232 (1951) Acq., 1951 Int. Rev. Butt. No. 9 at 1 (1951). 
There the Tax Court stated: “The respondent also makes a point of the fact that the peti- 
tioner paid no income taxes to Great Britain for the years involved. He urges that the 
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not upset bona fide residence.”° In general, a taxpayer seeking to establish 
a residence in Puerto Rico would have to act as though he had, at least for 
an extended period, moved his home there; any individual seeking the 
boon of section 116, together with a possible Puerto Rican exemption (on 
dividends from an exempt Puerto Rican company), would have to do more 
than merely sojourn there for a year, followed by a prompt return to the 
United States. 


III. THE CorRELATION OF THE PUERTO RICAN TAX EXEMPTION 
PROGRAM AND THE TAX TREATMENT OF PUERTO RICAN 
INCOME BY THE UNITED STATES 


The Puerto Rican exemption program is attractive to American business 
only if there is a likelihood of a sufficient increase in net profits after taxes 
to warrant the possible added risks and inconveniences attendant upon 
establishing a business in a new land. 

Theoretically, the incentive is more than adequate, since the increase 
in net profits after taxes may approach 3334 per cent under the present 
combined corporate income and excess profits tax rates. For example, a 
corporation with a net income before taxes of $200,000 pays a maximum 
combined income and excess profits tax of $134,500, leaving a net after 
taxes of $65,500. Freedom from income taxes means more than three 
times as much disposable corporate profit. If such a corporation were free 
from taxes for five years and should accumulate its profits, the share- 
holders could realize $740,000, after taxes, via liquidation. The same 
corporation, subject to maximum United States income and excess profits 
taxes, could theoretically accumulate only $327,500, with a net after 
taxes on liquidation of only $242,350 to its shareholders, disregarding 
any possible taxes under section 102. 

Practically, a correlation assuring these benefits is possible, although a 
host of problems is raised which require careful analysis of both tax and 
business factors. 


exemption granted by Section 116(a) is somehow contingent upon the payment of income 
taxes to the foreign country claimed as a residence. However, although the avoidance 
of double taxation may have been one of the motives for the original enactment of Section 
116(a), payment of taxes to a foreign government nowhere was made a condition prece- 
dent to the permitted exclusion.” 

70 Reg. 111, Sec. 29.116-6. See also Sen. Rep. No. 781 (Part 2), 82d Cong., Ist Sess. 
39 (1951), which states in connection with section 116(a) that “The qualifying period 
of bona fide foreign residence must be continuous and uninterrupted; however, trips to 
the United States for purposes of business or vacation will not disqualify the taxpayer 
from satisfying bona fide residence requirements.” Cf. Richard H. Lovald, 16 T.C. 909 
(1951), distinguishing a terminal leave period. 
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A. ForM OF ORGANIZATION 


The Puerto Rican exemption is, of course, available to both Puerto 
Rican and non-Puerto Rican corporations or unincorporated enterprises 
conducting manufacturing operations in the Island. Therefore it may be 
necessary to compare the desirability of a Puerto Rican corporation with 
a United States corporation, and the latter possibility may be further 
subdivided into a choice between section 251 and section 109. 


1, Domestic Corporation 


Special United States tax treatment is offered two relevant types of 
domestic corporations: Western Hemisphere trade corporations under 
section 109, and those deriving a highly preponderant portion of their 
income from a possession of the United States under section 251. 

As between the benefits afforded by these two alternatives, qualification 
under section 251 will generally be preferable. Western Hemisphere trade 
corporations are taxed at a rate approaching 38 per cent,”* while the top 
theoretical rate on a section 251 corporation approaches 14 per cent of the 
total profits.” In addition, the gross income percentage requirements of 
section 251 are less stringent than those of section 109. Furthermore, if 
the corporation intends to accumulate its surplus, section 251 offers more 
leeway. Accumulation without fear of a penalty surtax under section 102 
on Puerto Rican income is available to section 251 corporations, since 
undistributed section 102 net income is computed from the starting point 
of recognized gross income, which in the case of a section 251 company 
would not include the Puerto Rican income.** On the other hand, a 
Western Hemisphere trade corporation is entitled not to an exclusion from 
gross income but only to a credit against net income, and section 102 
might conceivably apply to its unreasonable accumulation of profits from 
whatever source derived.”* 


71 J.e., net income, less 27 per cent of net income, times the normal and surtax rates of 
52 per cent. 

72 Since 80 per cent or more of the company’s gross income must be derived from 
sources in a possession in order to qualify under section 251 and is then excluded from 
recognition, the balance of 20 per cent represents the maximum taxable income upon 
which such a corporation might be taxed at a maximum combined income and excess 
profits tax rate of 70 per cent, indicating a maximum tax of 14 per cent of the actual 
gross income. 

78 Section 21(a) of the Puerto Rican Income Tax Act of 1924, as amended, provides 
for a penalty surtax similar to that of I.R.C. §102. However, the Treasurer of Puerto 
Rico unofficially ruled in 1950 that accumulations by exempt industries will not be subject 
to this surtax. See Baker, supra note 54. This result would appear mandatory under 
section 4(a) (2) of the Industrial Tax Exemption Act which provides an exemption from 
all “taxes on the income” of an exempt industry. 

74It has been suggested that in those cases in which a domestic corporation receives 
more than 95 per cent of its gross income from within Puerto Rico, the benefits of both 
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If the profits of the Puerto Rican operations are to be currently dis- 
tributed, other factors come into play. Because of the special section 251 
provisions concerning corporations operating in United States possessions, 
the possibilities of a Western Hemisphere company in the same situation 
tend to be overlooked. If the income of the company operating in Puerto 
Rico is to be distributed to a parent United States company rather than 
accumulated, a Western Hemisphere company would superficially enjoy a 
substantial advantage over a section 251 company, by reason of the fact 
that a domestic parent is entitled to a dividends-received credit as to dis- 
tributions from a Western Hemisphere company but not as to dividends 
from a section 251 corporation.” 

Therefore, assuming a full distribution of the Puerto Rican profits, the 
over-all rate of United States tax on such profits distributed to an Ameri- 
can parent by way of a Western Hemisphere subsidiary would be approxi- 
mately 43 per cent (roughly 38 per cent as against the Western Hemi- 
sphere company itself plus an intercorporate dividend tax of approxi- 
mately 8 per cent on the remaining 62 per cent), as compared with an 
over-all tax of 52 per cent on the same profits received by way of a section 
251 subsidiary. However, the chief infirmity of.a Western Hemisphere 
vehicle is the fact that if 20 per cent or more of the company’s gross in- 
come is derived from Puerto Rico, the payment of dividends is subject to 
a Puerto Rican withholding tax of 30.45 per cent, which is imposed against 
the recipient of the dividend although administratively collected from the 
payor.”® In the case of a section 251 subsidiary, such a Puerto Rican with- 
holding tax would be absorbed by a credit against the parent company’s 
52 per cent tax on the distribution, resulting in an aggregate tax of that 
52 per cent.” However, in the case of a Western Hemisphere subsidiary, 
the Puerto Rican withholding tax when added to the 38 per cent on the 
subsidiary itself would result in an aggregate tax burden of roughly 
57 per cent. 

The only situation in which a Western Hemisphere company may be 
superior would arise where current distribution of earnings is contemplated 
and where more than 80 per cent of the sales are made to Western Hemi- 


sections 109 and 251 might be claimed. Silverson, Corporations in Foreign Trade and 
Income Taxes in ProceepINGs OF New York UNIVERSITY FourtH ANNUAL INSTITUTE 
on FeperRAL TAXATION 647, 654-655 (1946). However, since the additional advantages 
would consist at most of a lower tax rate on 5 per cent of the company’s income, the 
benefits of such overlapping would be slight. Moreover, it is doubtful if any such double 
benefit is available; the sections seem intended to be mutually exclusive, particularly in 
view of their sharply different repercussions under sections 26(b) and 131. 

75 T.R.C. §26(b). 

76 Puerto Rican Income Tax Act of 1924, as amended, §§31(b), 19(a) (2) (B), and 22(a). 

77 E.R.C. §§131(a)(1) and 119(c) (2); cf. G.C.M. 16,029, XV-1 Cum. Butt. 156 
(1936). 
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sphere countries other than the United States or Puerto Rico, with title 
passing in the countries of destination. Section 251 status would then be 
unavailable, while section 109 would remain open ; that section is less con- 
fining in that the stated percentage of corporate income need only arise 
from sources outside the United States rather than from sources within 
Puerto Rico as under section 251. Furthermore, in such a situation there 
might be no Puerto Rican withholding tax on the dividend distributions,” 
and a Western Hemisphere company would then be considerably superior 
in terms of tax cost even to a Puerto Rican company which might pay no 
tax whatever. 

Use of a section 251 corporation as a means of exploiting the potential of 
the Puerto Rican exemption has certain very distinct advantages as com- 
pared with a Puerto Rican corporation. If the manufacturing subsidiary 
is incorporated in the United States,” the parent can realize the profits of 
the subsidiary free of United States taxes by a section 112(b) (6) liquida- 
tion. Similarly, section 7 of the Industrial Tax Exemption Act accords 
exemption from Puerto Rican tax upon such a liquidation. Compared to 
establishing a Puerto Rican company, section 251 has the further attribute 
of permitting organization of a domestic corporation under familiar cor- 
porate practice and the use of officers and directors who are all United 
States residents. 

In one rather common situation, however, the wisdom of using a section 
251 company is debatable. In order to qualify under section 251, 80 per 
cent of the company’s gross income must arise from sources within Puerto 
Rico. If the company plans to manufacture in Puerto Rico but sell all or 
a large part of its output in the United States, there is a very substantial 
danger that the gross income requirement might be seriously disputed. 
If property produced in Puerto Rico is “sold” within the United States, 
the profits are treated as derived partly from Puerto Rico and partly from 


78 However, there is a danger that an allocation of a portion of the company’s gross 
income would be made under section 19(f) of the Puerto Rican Act which provides: 


“That in cases of foreign corporations or nonresident citizens selling products, 
fruits, or manufactures outside of Puerto Rico, and should the Treasurer be unable 
to determine in any other manner what part of the gross or net income appertains 
to sources located in Puerto Rico, the Treasurer is hereby authorized to determine 
such gross or net income by establishing a proportion of such income with the total 
income of the said taxpayers obtained in and outside of Puerto Rico in the same 
ratio that the value of the sources or properties located within Puerto Rico has 
to the total value of the sources or property of such taxpayers within and outside of 
Puerto Rico, or to determine the net income by establishing a proportion between the 
gross income received in Puerto Rico and the total gross income received within 
and outside of Puerto Rico;... 

The effect of such an allocation might result in assigning more than 20 per cent of gross 
income to Puerto Rico, so that the Puerto Rican withholding tax of 30.45 per cent 
might remain due on dividends to the parent. 

79 The choice of a particular state for such incorporation might. to some extent be 
affected by the local franchise taxes. See Baker, supra note 3. 
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the United States, and are apportioned according to complex formulas 
outlined in the regulations.*° The relatively few cases in which the ques- 
tion of the “place of sale” has been litigated have uniformly held it to be 
the place of passage of title.** On the administrative level, the Bureau for 
seventeen years adhered to the place of negotiation or execution of the 
contract as determining the place of sale,* finally accepting the title passage 
rule in G.C.M. 25,131.°° Unfortunately, caution suggests that the issue 
may still not be resolved beyond doubt. While G.C.M. 25,131 generally 
subscribes to the title passage rule, it also includes a caveat, as tax rulings 
have a way of doing: 


However, in any case in which the sales transaction is arranged in a particu- 
lar manner for the primary purpose of tax avoidance, the foregoing rules will 
not be applied. (See Kaspare Cohn, Inc. v. Commissioner, 35 B.T.A. 646.) 
In such cases, all factors of the transaction, such as negotiations, the execution 
of the agreement, the location of the property, and the place of payment, will 
be considered, and the sale will be treated as having been consummated at the 
place where the substance of the sale occurred. 


Citation of the Kaspare Cohn case may indicate that the exception is 
intended to cover sales outside the normal course of business, artificially 
arranged to effect passage of title outside the United States; or a broader 
interpretation of “tax avoidance” might be taken. The danger of an appli- 
cation of the exception clause to sales by a section 251 corporation to 
United States customers or to another domestic corporation for resale in 
the United States will presumably be greater than if the goods are con- 
signed elsewhere.** The normal course of dealing between two United 
States corporations is for negotiation and execution of the contracts to 
occur within the United States. Particularly where there exists a parent- 
subsidiary relationship between the vendor and purchaser, or where the 
two companies are controlled by the same interests, the incentive for appli- 
cation, and perhaps the applicability as well, of the exception clause would 
be increased. 

It should also be remembered that repudiation of G.C.M. 25,131 is not 


80 Reg. 111, Sec. 29.119-12B. 

81Comm’r v. East Coast Oil Co., S.A., 31 B.T.A. 558 (1934), aff'd, 85 F.2d 322 
(5th Cir. 1936), cert. denied, 299 U.S. 608 (1936); Exolon Co., 45 B.T.A. 844 (1941). 
Retention of a security title by shipments c.i.f. port of embarkation does not apparently 
affect the result. Ronrico Corporation, 44 B.T.A. 1130 (1941), appeal dismissed, 5th Cir. 
Jan. 23, 1942. 

82 The history of the Bureau’s position is reviewed in Siegel, Place of Sale in Foreign 
Trade in Proceepincs oF New York UNIversity FirtH INSTITUTE ON FEDERAL TAXA- 
TION 523 (1947). 

88 1947-2 Cum. Butt. 85. 

84“The ‘country in which sold’ ordinarily means the place where the property is 
marketed.” Reg. 111, Sec. 29.119-8, 
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beyond the realm of possibility. Prior to its adoption of that ruling, the 
Bureau settled numerous unlitigated cases on the theory that title passage 
determined the place of sale, even though the Bureau then formally es- 
poused the view that the place of negotiation or execution was determina- 
tive. Also, the regulations under section 119 fail completely to mention 
the title passage rule, and in fact reflect a different view of the place of 
sale, defining “gross sales . . . within the United States” for purposes of 
at least one apportionment formula as “the gross sales . . . which were 
principally secured, negotiated or effected by employees, agents, offices, or 
branches of the taxpayer’s business resident or located in the United 
States.” ®° If G.C.M. 25,131 should be abandoned or should be denied 
application in the particular situation here envisioned, the company’s sec- 
tion 251 status could be shattered by allocation of more than 20 per cent 
of gross income to sources within the United States as the “place of sale.” ** 


2. Puerto Rican Corporation 


The dangers just discussed suggest that if the Puerto Rican products 
are to be consigned wholly or largely to the United States, it would be 
prudent to employ a local Puerto Rican corporation rather than a section 
251 company as the manufacturer.®’ It is true that a United States com- 
pany would be conducting its manufacturing and some aspects of its sales 


85 Reg. 111, Sec. 29.119-12A. 

86 In the absence of an independent factory or production price or of the Commissioner’s 
permission to use another method, income derived from sources partly within the United 
States and partly within a possession is apportioned in part to the United States by the 
following formula: 

Property within the United States 
Property within the United States and within the possession 
Business within the United States 
Business within the United States and within the possession. 
The “business of the taxpayer” is defined for this purpose as the amount which the tax- 
payer paid out for compensation of employees and for the purchase of materials consumed 
in the regular course of business, plus the amounts received from gross sales. Reg. 111, 
Sec. 29.119-12B. 

87 Corporations may be readily formed in Puerto Rico with no serious restrictions. 
To some extent the Puerto Rican Corporation Act of 1911 resembles the New Jersey 
General Corporation Law. Two of the directors (who must also be stockholders) must 
be residents of Puerto Rico, but directors’ meetings may be held elsewhere and the 
corporate records, other than the stock transfer book, may be kept elsewhere. Stock- 
holders’ meetings are required to be held in Puerto Rico, but could be handled through 
proxies from the parent corporation. The directors, secretary, and treasurer must all 
be stockholders and the secretary and treasurer must be different individuals. A capital of 
$1,000 must be paid prior to the commencement of business. Preferred stock may not 
exceed two-thirds of the aggregate paid-in capital stock, may not be redeemed until 
three years after issuance, and may not carry dividends in excess of 10 per cent. Also, 
indebtedness may not exceed the paid-up value of the capital stock or the value of the 
property and assets of the corporation. 
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activities within Puerto Rico, so that logically its sales f.o.b. Puerto Rico 
should give rise to income from Puerto Rican sources if it were a sec- 
tion 251 corporation just as well as if it were a Puerto Rican company. 
However, the exception clause of G.C.M. 25,131 is more likely, as a practi- 
cal matter, to be raised against a domestic company which would file 
United States returns than against a Puerto Rican company which would 
file no such returns. The adoption by a Puerto Rican company of a course of 
business involving title passage in Puerto Rico seems slightly more normal 
and defensible than if a United States company should use the same 
method, at least where the products are consigned to a related company 
in the United States which would usually have no particular business 
preference for title passage at one point rather than at the other. As be- 
tween two American companies, the “negotiations” and the “execution of 
the agreement” of sale would more likely occur within the United States 
than if the selling company were incorporated and managed in Puerto 
Rico. Also, it is possible that the section 45 problems concerning the inter- 
company sales price in such a situation might, as a practical matter, be less 
subject to challenge if the selling company were a Puerto Rican company 
than if it were a United States company which would file United States 
returns showing large receipts but claiming the shelter of section 251. 

In order to have a secondary line of defense, it would be equally desirable 
in such a case that the Puerto Rican company should, if possible, avoid 
the status of a resident foreign company for United States tax purposes. 
As already outlined, a resident foreign corporation is taxable upon all in- 
come from United States sources, including profits from sales within the 
United States. On the other hand, non-resident foreign corporations are 
taxable only upon “fixed or determinable annual or periodical gains, profits 
and income” from United States sources.** The regulations specifically 
provide that income derived from the sale of property within the United 
States is not fixed or determinable annual or periodical income.*® By main- 
taining, if possible, the status of a non-resident corporation, the Puerto 
Rican company would therefore have two defenses against any United 
States tax upon its sales: firstly, the title to the shipments would presumably 
not pass here, so that the profits would not arise from sources “within the 
United States” under current rulings; and secondly, even if the place of 
title passage should be questioned as the basic criterion, the profit from 
sales does not constitute fixed or determinable income, and therefore is not 
taxable to a non-resident foreign corporation even if found to be from 
United States sources. 

A foreign corporation is resident here if engaged at any time during the 


88 T.R.C. §231(a) (1). 
89 Reg. 111, Sec. 29.143-2. 
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year in trade or business within the United States.” Generally, regular and 
continuous activity in the United States by employees or agents constitutes 
doing business unless the activities are ministerial or do not extend beyond 
the receipt of income from property. Since the Revenue Act of 1942 
maintenance of a United States office is evidentiary of residence but not 
controlling. Nevertheless, if the Puerto Rican company desires non-resi- 
dent status, it should have no office, tangible property, or even mailing 
address within this country. However, the chief factor to be avoided is a 
regular staff of employees within the country. The daily affairs of the 
Puerto Rican company should not in fact be run from the offices of the 
affiliated or parent American company, but from its own offices in Puerto 
Rico. It is also desirable that the basic investment and business policies of 
the Puerto Rican company be determined by directors’ meetings held within 
Puerto Rico. 

Of substantial concern to Puerto Rican manufacturing companies would 
be the permissible limits of marketing activities within the United States 
consistent with non-resident status. If the goods are marketed here by 
employees of the company, or by a syndicate or joint venture of which it 
is a member, the Puerto Rican corporation will be engaged in trade or 
business within the United States." Use of an exclusive United States 
sales agency may produce the same result.** In view of this principle, it 
would seem advisable for the Puerto Rican company to market its goods 
by outright sales to distributors rather than through any arrangement 
which could be construed as a sales agency. If, as a practical matter, the 
goods must be marketed through a parent or affiliated United States com- 
pany, it should be clear that such parent or affiliate is not in form or sub- 
stance a mere sales agent but rather an independent purchaser from the 
Puerto Rican company for resale purposes. 

The converse of the marketing problem may be equally difficult. As a 
general rule, the mere purchasing of supplies within the United States does 
not constitute doing business here.** The safest course would be to arrange 
purchases directly from Puerto Rico. However, practical business con- 
siderations will often require the vesting of considerable discretion in a 
United States agent or agents to negotiate the purchase and shipment of 
supplies or raw materials needed for the Puerto Rican manufacturing oper- 


90 Reg. 111, Sec. 29.231-1. 

91 Cantrell & Cochrane, Ltd., 19 B.T.A. 16 (1930). 

92G.C.M. 21,219, 1939-1 Cum. Butt. 201. This view is inferentially supported by 
European Naval Stores Co., S.A., 11 T.C. 127 (1948), in which the taxpayer was held 
a non-resident upon evidence of only one sale in the United States. Cf. Union Inter- 
nationale de Placements v. Hoey, 96 F.2d 591 (2d Cir. 1938) ; Vahram Chimchirian, 42 
B.T.A. 1437 (1940), aff’d per curiam, 125 F.2d 746 (D.C. Cir. 1942) ;. Zander & Cia, Ltd., 
42 B.T.A. 50 (1940) ; I.T. 3225, 1938-2 Cum Butt. 95. 

®3R, J. Dorn & Co., 12 B.T.A. 1102 (1928). 
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ations, particularly if the materials are subject to rapid market fluctuations. 
Extensive discretionary purchasing activity by such agents might possibly 
make the corporation a United States resident.** Where agents in the 
United States are required, their powers should, if possible, be ministerial 
only and the final purchase contracts should emanate from Puerto Rico. 

In spite of the general rule that internal activities of a corporation do 
not constitute the transaction of business,” the directors’ meetings should 
usually be held in Puerto Rico, and it would be advisable to lodge all formal 
records and papers in Puerto Rico. This does not mean that it would be 
improper for certain officers of the parent or affiliated American company 
to act in addition as officers of the Puerto Rican corporation, but there 
should, if possible, be no full-time officer of the company in the United 
States, and the Puerto Rican company should not pay any compensation to 
any United States officer or officers. In all these cases the employees of 
the related United States company will inevitably be in close and constant 
contact with the Puerto Rican company, but such contact should be in the 
nature of a vendor-vendee relationship. 


3. Non-Corporate Enterprises 


Puerto Rican tax exemption, as indicated above, is available to sole pro- 
prietorships and partnerships as well as corporations. While the benefits 
of the program are most fully realizable and most easily obtained by such 
unincorporated enterprises, neither a partnership nor a sole proprietorship 
should be considered unless all interested parties become bona fide resi- 
dents of Puerto Rico. Profit distributions of qualified partnerships, paid 
to a resident or to an individual who is not obligated to pay tax on that 
income in any other jurisdiction, are like dividends exempt from the 30.45 
per cent withholding tax. The manifold problems of the realization of 
income discussed below with reference to corporations are avoided by bona 
fide resident proprietors or partners, since the earnings may be reduced to 
possession without tax. 

However, the difficulties surrounding the determination of the source of 


94 Amalgamated Dental Company, Ltd., 6 T.C. 1009 (1946) and British Timken, Ltd., 
12 T.C. 880 (1949) may indicate a predisposition by the Tax Court against holding foreign 
corporations residents because of United States purchasing activities, but the reliability 
of these cases as precedents is limited by their rather unusual facts. 

95 See Scottish American Investment Co., Ltd., 12 T.C. 49, 60; Piedras Negras Broad- 
casting Co., 43 B.T.A. 297, 307 (1941), aff'd, 127 F.2d 260 (5th Cir. 1942). Under some 
state franchise tax laws, however, such internal activities are expressly taken into account. 
See, for example, the New York Franchise Tax Regulations under the New York cor- 
porate tax, Art. 141. 

96 Tf for some reason it is felt imperative to pay any amount of such compensation, it 
should in fact be limited to reasonable payment for occasional services and consultation 
in Puerto Rico rather than in the United States. 
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income, particularly if the goods produced are sold in the United States, 
remain ; bona fide Puerto Rican residents are entitled for United States tax 
purposes to exclude only income from sources within the Island, so that 
if the place of sale is elsewhere the gains from such sales—to the extent 
not allocable to the Island—are taxable in the United States. 


B. THE REALIZATION OF EARNINGS 


Large corporations, the stock of which is publicly held, have fewer prob- 
lems in this area than small companies. It is almost impossible for the 
shareholders of publicly-owned companies to extract the profits of a Puerto 
Rican subsidiary without tax or with only a capital gains tax. To such 
corporations and their shareholders the accumulation of tax-free profits, 
which can be invested in other activities and which may eventually inure 
to the parent upon liquidation of the subsidiary, may well be a sufficient 
incentive to establish a Puerto Rican manufacturing company. On the 
other hand, the expectations and demands of the shareholders of small 
corporations will usually be less limited. In such cases greater flexibility 
is present. Hence, in addition to the accumulation of tax-free profits, there 
will usually be a hope for receipt of the profits by shareholders with only 
capital gains taxation or, possibly, entirely without imposition of taxes. 
The discussion which follows is, therefore, largely oriented to the prob- 
lems and requirements of a comparatively small company. 


1. Dividends 


Only when shareholders are bona fide individual residents of Puerto 
Rico will the payment of dividends afford a tax-free method of receiving 
an exempt company’s earnings. The dividends of such a company are 
exempt from Puerto Rican tax if paid to residents of Puerto Rico or 
to non-residents “who are not obligated to pay, in any jurisdiction out- 
side Puerto Rico, any tax on income derived by them from any source in 
Puerto Rico.” ** A Puerto Rican withholding tax of 30.45 per cent is 
imposed upon dividends paid to shareholders not fulfilling one of these 
conditions.°* This tax would apply to dividends paid by either a Puerto 
Rican or a section 251 corporation.*® However, United States corporate 
shareholders or individual shareholders resident here would be entitled 
to a credit for the withholding tax against their United States tax.” Al- 


97 Industrial Tax Exemption Act §6. 

98 Under section 22(a) of the Puerto Rican Income Tax Act of 1924, as amended, the 
basic withholding rate is 29 per cent; in 1951 all tax rates were increased 5 per cent. 

99 The withholding tax applies to dividends from sources within Puerto Rico, and the 
dividends of section 251 corporations would necessarily be from sources within Puerto 
Rico under section 19(a) (2) of the Income Tax Act of 1924, as amended. 

100 T.R.C, §131. In the case of individual shareholders, resident in the United States, the 
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though the intercorporate dividends-received credit does not apply to divi- 
dends received by a United States parent company from a Puerto Rican or 
section 251 corporation, the total tax upon the earnings received and dis- 
tributed by either such type of subsidiary to its parent may be approxi- 
mately 20 per cent less than in the case of earnings derived from an ordi- 
nary domestic subsidiary.** Even larger tax savings would inure to 
individual shareholders of such a corporation, since the “double tax” on 
the corporate earnings would not be present.*” 

Bona fide individual residents of Puerto Rico are exempt from United 
States tax on Puerto Rican income and may, therefore, receive dividends 
from an exempt company without imposition of either Puerto Rican or 
United States taxes. In this connection, a non-resident Puerto Rican cor- 
poration offers better protection to such Puerto Rican residents than a 
section 251 corporation. If a corporation loses section 251 status because 
of the previously discussed problems connected with the source of its 
income, its dividends would be subject to United States tax even against 
bona fide residents of Puerto Rico as income from United States sources.*” 
On the other hand, the dividends of a Puerto Rican corporation (unless it 
derived 50 per cent or more of its income from United States sources) 
would be income from Puerto Rican sources.** Aliens residing outside 
either the United States or Puerto Rico but wishing to form a manufactur- 
ing enterprise within the Island might for similar reasons be best advised 
to establish a Puerto Rican corporation. 


2. Corporate Dissolution or Sale of Stock 


As a general rule the receipts of shareholders who are not bona fide 
residents of Puerto Rico will be maximized by foregoing dividends and 
liquidating the company or selling their stock after the termination of the 
exemption period or at such earlier date as they wish to realize on their 
investment. 


over-all taxes on such dividends would be the same as on equivalent dividends of an 
American corporation. Only if the American tax is at a lower rate than the Puerto 
Rican tax will the credit be less than the tax paid; in view of current United States rates, 
this is an unlikely eventuality. 

101 [f the ordinary domestic subsidiary is subject to the maximum income and excess 
profits rates, it has available for dividends $30 out of each $100 of earnings. After the 
dividends-received credit, an additional tax of approximately $2.34 would be imposed. 
Total taxes of approximately $72.34 would thus result. On the other hand, the total taxes 
imposed on dividends of a section 251 or Puerto Rican subsidiary would be 52 per cent. 

102 F.g., out of $100 of corporate earnings subject to maximum corporate taxes, an 
individual shareholder in the 50 per cent bracket would retain $15 in net cash. An 
individual shareholder of an equivalent Puerto Rican or section 251 company would 
be left with $50 after taxes. 

108 T.R.C. §119(a) (2) (A). 
104 T.R.C. §119(a) (2) (B). 
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(a) Corporate shareholders. Under the Industrial Tax Exemption 
Act tax-free liquidation of a subsidiary may be effected prior to the ter- 
mination of the exemption if the transferee owns 80 per cent or more of 
the stock of the transferor and if the distribution is in complete cancellation 
of the transferor’s stock.*”” Such liquidations are tax-free irrespective of 
whether the transferee or transferor is a domestic or foreign corporation.*” 
On liquidations after the termination of the exemption, there is taxed by 
Puerto Rico only the excess of assets received over the capital and accumu- 
lated surplus at the end of the exemption period.*” The transferee also 
receives a stepped-up basis as to the transferor’s property for purposes of 
determining depreciation and gain on the event of its sale.*” 

United States tax treatment of such a liquidation depends on whether 
a section 251 or Puerto Rican corporation has been selected. Under sec- 
tion 112(b) (6) of our Code a domestic subsidiary may be freely liquidated 
without imposition of tax and any surplus transferred tax-free to the 
parent company without necessarily affecting the Puerto Rican business 
activities, which might be continued as a branch operation. However, the 
prior approval of the Commissioner is required to effect a tax-free liquida- 
tion of a Puerto Rican or other foreign corporation,*” upon a demonstra- 
tion to the Commissioner’s satisfaction that the liquidation is not in pur- 
suance of a plan having as one of its principal purposes the avoidance of 
the United States income taxes. In practice such approval may be con- 
ditioned on a treatment of a portion of the subsidiary’s surplus as ordi- 
nary income, but, of course, the tax on this portion will never be more 
than the capital gains tax on a taxable liquidation.“° The danger, which 
once existed, that on a taxable liquidation the proceeds might become 
subject to the section 102 penalty surtax was eliminated by the 1951 
amendment to that section, under which net long-term capital gains are 
deducted in determining income subject to the possible penalty tax.** 

(b) Individual shareholders. No profit or loss is recognized in Puerto 
Rico on the sale or exchange of shares in an exempt corporation on or 


105 Industrial Tax Exemption Act §7. 

106 J bid. 

107 [bid. 

108 [bid. 

109 T. R.C. §112(i). 

110 See generally, Long, When Is an Exchange Not the Avoidance of Federal Income 
Taxes? in Procrepincs oF New YorK UNIversITy SEVENTH ANNUAL INSTITUTE ON 
FepERAL TAXATION 1174 (1949). The House version of the Revenue Bill of 1950 pro- 
posed in section 206 to amend I.R.C. §115(c) so that on liquidation of a foreign sub- 
sidiary the accumulated earnings and profits of the subsidiary derived from sources 
without the United States would be treated as a dividend. This provision was rejected by 
the Senate. Sen. Rep. No. 2375, 81st Cong., 2d Sess. 51 (1950). 

1117.R.C. §102(d) (1) (D). 
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before the termination of the exemption."” After its termination the profit 
or loss on such a transaction is recognized, but the basis of the shares is 
the higher of either cost or the book value of the shares on the termination 
date, adjusted in either instance by any tax-exempt distributions received 
by the shareholders."** Since under the Puerto Rican Income Tax Law ™* 
amounts received on a complete corporate liquidation are treated as “full 
payment in exchange for the stock,” exemption from Puerto Rican tax 
should extend to both resident and non-resident individuals.*** 

(c) Other considerations. Liquidation may be both good tax policy and 
unwise business policy. To industries requiring expensive machinery or 
highly skilled labor, the tax saving of the exemption years may be offset 
to some extent by the cost of moving machinery and retraining workers. 
Continuance of business in Puerto Rico may be advantageous even with- 
out exemption for a variety of reasons, such as low labor costs and low 
taxes. Assuming business is to be continued in Puerto Rico after the 
termination of exemption, what methods of realizing the profits accumu- 
lated during the exemption period are available? For example, suppose 
that individuals A, B, and C each own one-third of the stock of the X 
Puerto Rican corporation, with $90,000 of capital stock, which after ten 
years of Puerto Rican operations has a surplus of $210,000; and assume 
that A, B, and C also own the ABC corporation, a domestic United States 
corporation, which sells the products of the X corporation. A variety of 
possibilities exist. 

(1) The simplest avenue open to 4, B, and C is a sale of their stock 
in the X corporation. Such a course assures their realization of X’s surplus 
at capital gains rates. However, a purchaser may not be readily found, or 
the sale of the manufacturing business may impair the value of the selling 
corporation. 

(2) Neither a dissolution of the X corporation and the transfer of its 
assets other than the surplus to a new corporation, nor the transfer of such 
assets to a new corporation for its stock and the subsequent dissolution of 
X with a distribution of the shares of the new corporation together with 
the surplus to X’s stockholders, would achieve the desired result. Transfers 
of this general type have been held section 112(g) (1) (D) reorganizations 


112 Industrial Tax Exemption Act §6(b) (1). 

113 Industrial Tax Exemption Act §6(c). 

114 Section 4(c). 

115 Some doubt as to this conclusion may exist because of section 7 of the Industrial 
Tax Exemption Act, entitled “Liquidation of Tax-Exempt Corporations,” which extends 
a specific exemption from taxes in the case of parent-subsidiary liquidations. It might 
be argued that this provision is exclusive, and that section 6(b) and (c) of the Act, 
dealing with treatment of profit or loss when shares are “sold or exchanged,” was not 
intended to cover liquidations by individual stockholders. 
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with the distributed surplus a dividend under section 112(c).*® Section 
112(g)(1)(D) requires that the transferor corporation or its shareholders 
have control of the transferee corporation immediately after the exchange, 
“control” being defined as ownership of at least 80 per cent of all voting 
stock and at least 80 per cent of all other classes of stock.**” 

If A, B, and C or X corporation receive less than 80 per cent of the stock 
of the new corporation, the transfer would literally not be a reorganiza- 
tion, and the distribution of the surplus might be subject to only capital 
gains tax. This might follow if a new corporation, Y, were established, 
over 20 per cent of whose stock could be sold to an outsider.** The bal- 
ance of Y’s stock could be distributed to X corporation in return for its 
assets other than surplus, with a subsequent liquidation of X corporation 
and the receipt by 4, B, and C of the stock of Y plus their portion of the 
$210,000 surplus. Alternatively, X corporation might first be dissolved and 
its operating property transferred to Y for less than 80 per cent of Y’s 
stock. Since the requisite control would be lacking, the surplus received 
by A, B, and C might not be treated as a dividend, but rather be subjected 
to capital gains tax. However, this is an area in which a literal interpre- 
tation of the statute is unreliable, and it would be safer if A, B, and C 
wound up with not more than 50 per cent of Y’s stock. 

(3) An alternative, with seeming legislative sufferance if not approval, 
would be a sale of the X stock to the ABC corporation, which would then 
liquidate X corporation and use X’s surplus to pay for the X stock. The 
amounts received by the shareholders would presumably be treated as 
capital gain. The House version of the Revenue Bill of 1950 precluded 
such transactions by a proposed amendment to section 115(g),° but 
this particular proposal was rejected by the Senate. The liquidation of X 
by the ABC corporation would, of course, be entirely tax-free in both 
Puerto Rico and the United States since the latter’s basis for the shares 
would equal their value. 

(4) If in the above example the stock of the manufacturing company, 
X, is from the outset owned by the ABC corporation, the possibility of 


116 Lewis v. Comm’r, 176 F.2d 646 (1st Cir. 1949); Survaunt v. Comm’r, 162 F.2d 
753 (8th Cir. 1947). 

117 [T.R.C. §112(h). 

118 Or perhaps even to the ABC corporation. However, the utility of such a sale to a 
corporation controlled by the transferee’s shareholders is doubtful; beneficial interest 
in the shares of the transferee might be enough to constitute the requisite control. Cf. 
G.C.M. 2177, VI-2 Cum. Butt. 112 (1927). Control might be broadly defined, as in 
I.R.C. §§24(b) and 503(a). But see Comm’r v. Day & Zimmermann, Inc., 151 F.2d 517 
(3d Cir. 1945). 

119 See H.R. Rep. No. 2319, 81st Cong., 2d Sess. 89 (1950); Sen. Rep. No. 2375, 
8ist Cong., 2d Sess. 42 (1950). 
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realizing X’s surplus with only capital gains tax is remote without a liquida- 
tion of the entire business or the shareholders’ sale of their stock in the 
parent. 


3. Other Realization Possibilities 


If the Puerto Rican manufacturing company is initially capitalized with 
both bonds and stock, tax-free withdrawal of profits by redemption of the 
bonds is possible. Under Puerto Rican law corporate indebtedness is lim- 
ited to the paid-up value of its capital stock or of the value of its property 
and assets.**° However, a stock may be issued for property, and in the 
absence of fraud the directors’ valuation is conclusive.’ It has further 
been suggested that in the case of individual employee-shareholders resi- 
dent in Puerto Rico, the company might consider creating a special class 
of guaranteed dividend stock or guaranteeing a profitable repurchase of 
shares as a means of distributing profits free from United States and 
possibly also from Puerto Rican tax. 


C. MISCELLANEOUS PROBLEMS 
1. Stock Ownership 


As a practical matter, publicly-held corporations will establish Puerto 
Rican enterprises as subsidiaries. On the other hand, smaller corporations 
with relatively few shareholders have a choice: the Puerto Rican company 
may be a subsidiary or a separate corporation owned by the same share- 
holders. Non-resident individuals would not be subject to any Puerto 
Rican inheritance tax upon a transfer of the shares.” Ownership of the 
Puerto Rican stock by individuals also increases the possibilities of realizing 
the earnings at only capital gains rates. 

However, such ownership has certain drawbacks. Such ownership might, 
under some circumstances, impede a sale of the entire enterprise. Perhaps 
the major danger of individual ownership lies in the possibility of construc- 
tive dividends to the individuals if assets of uncertain market value, such 


120 Puerto Rican Corporation Act of 1911, as amended, §35. Even though the bonded 
indebtedness does not exceed the value of the property, a danger might arise under our 
law that the bonds might in substance be treated at least partly as stock if the equity is 
excessively “thin” in proportion to the bonds. See Semmel, Loan Versus Investment— 
Inadequate Capitalisation, 5 Tax L. Rev. 424 (1950). 

121 Jd, §18. 

122 Transfers effected by inheritance are treated as gifts under section 1 of the Puerto 
Rican gift tax law (Act. No. 303, Laws 1946). While the scope of the tax is not entirely 
clear, it appears from section 8 that only transfers by residents are taxable. This inter- 
pretation has in practice been adopted by Puerto Rican corporations, which do not require 
a tax waiver for the record transfer of their shares from one non-resident to another 
by will. 
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as machinery, patents, trademarks or process rights, are transferred from 
one corporation to a Puerto Rican enterprise controlled by the same share- 
holders. Obviously, the question is debatable and must be resolved in each 
case on the basis of the probable intercompany transactions, the availability 
of individual capital, the likelihood of an ultimate sale or liquidation, the 
section 102 position of the original company, and other factors. 


2. Sections 45 and 129 


A problem of particular importance and difficulty arises where sales by 
the Puerto Rican enterprise are made to a distributing corporation which 
is its parent or is owned or controlled by the same interests. Under section 
45 of the Code the Commissioner is authorized to allocate income or deduc- 
tions between businesses owned or controlled, directly or indirectly, by the 
same interests, if such allocation is necessary to prevent evasion of taxes 
or clearly to reflect the income of such businesses. The basic purpose of 
the section is to permit the Commissioner to determine the true net income 
of a controlled business. The Commissioner’s power under section 45 
would hardly extend to disregarding the separate corporate entity of a 
Puerto Rican enterprise so long as it engaged in substantial business activ- 
ity.°* When the business performs services for the income it receives, the 
cases are legion which support the separate entity of a subsidiary or a 
related business.*** 

The inability of the Government to disregard the entity of the Puerto 
Rican company under section 45 by no means disposes of the potential 
difficulties. More commonly, that section is used to reallocate income aris- 
ing from intercompany transfers such as sales of raw materials or of 
finished products for resale.*** All transactions between the Puerto Rican 


123 Reg. 111, Sec. 29.45-1(b). 

124 The Commissioner has successfully allocated the earnings of a partnership com- 
posed of the stockholders of a corporation to that corporation when the partnership ren- 
dered no real services for the income it received. In re American Toy Works, 96 F. Supp. 
282 (E.D.N.Y. 1950), aff'd per curiam sub nom. Sidney Kocin v. United States, 187 
F.2d 707 (2d Cir. 1951) ; R. O. H. Hill, Inc., 9 T.C. 153 (1947) ; Forcum-James Com- 
pany, 7 T.C. 1195 (1946), remanded on stipulation, 176 F.2d 311 (6th Cir. 1949); 
Advance Machinery Exchange, Inc., 8 TCM 84 (1949). However, the Tax Court in 
at least one case recognized the separate entity of a corporation whose only function was 
to hold title to a franchise. Hugh Smith, Inc., 8 T.C. 660 (1947), aff'd per curiam, 173 
F.2d 224 (6th Cir. 1949), cert. denied, 337 U.S. 918 (1949). 

125 Chelsea Products, Inc., 16 T.C. 840 (1951) ; Seminole Flavor Company, 4 T.C. 1215 
(1945) ; Miles-Conley Company, Inc., 10 T.C. 754 (1948), aff’d, 173 F.2d 958 (4th Cir. 
1949) ; Texsun Supply Corporation, 17 T.C. 433 (1951). See also National Carbide Cor- 
poration v. Comm’r, 336 U.S. 422 (1949). 

126 Section 45 speaks in terms of “evasion.” However, the Report of the Ways and 
Means Committee on the Revenue Act of 1928 (1939-2 (Part 2) Cum. Butt. 395), in 
discussing the section, defined “evasion” for this purpose as “the shifting of profits, the 
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enterprise and its parent or related corporation will receive particularly 
careful scrutiny, since shifting of profits to the Puerto Rican enterprise will 
effect substantial tax reductions. 

In order to prevent an allocation, it is necessary that the two businesses 
controlled by the same interests deal with one another on the same terms 
as would prevail if they were unrelated. Substantial sales made to unrelated 
businesses on the same terms are the most effective evidence of the impro- 
priety of an apportionment under section 45.*** The burden of establishing 
the market price in intercompany sales may be difficult unless some sales on 
equivalent terms are made to unrelated businesses, and the Puerto Rican 
company should content itself with only a reasonable portion of the over-all 
profit. Larger profits may be justified by the Puerto Rican company if it 
manufactures for sale as principal than if it simply fabricates the goods 
for the United States company on a service-fee basis without acquiring title 
to the finished goods.*** 

Section 45 can be applied whether the Puerto Rican enterprise is organ- 
ized as a section 251 or a non-resident Puerto Rican corporation. However, 
if a non-resident Puerto Rican company is used, the only result of the 
section’s application will be a decline or a lowering of the exempt profits. 
On the other hand, if a section 251 corporation is established and if it has 
income-producing investments, application of section 45 may have the 
unique result of destroying section 251 status by a reduction of the cor- 
poration’s gross income from sources within Puerto Rico to less than the 
required 80 per cent. 

Section 129 of the Code, sniiliien anti-tax-minimization provision, might 
conceivably be invoked. Briefly, that section provides that if any corpora- 
tion acquires control of a company for the principal purpose of avoiding 
federal taxes by securing the benefit of any allowance, deduction, or credit 
which would have the effect of diminishing its tax liability, the Commis- 
sioner may apportion or allocate the gross income, or deduction, credit, 
and allowance in order to eliminate the tax avoidance. The purpose of 
the section was primarily to discourage the purchase of companies with 
large excess profits tax credits and loss carry-overs, but it is not limited to 


making of fictitious sales, and other methods frequently adopted for the purpose of 
‘milking.’ ” 

127 Standard Fruit Product Co., 8 TCM 733 (1949). 

128 The problems raised by section 45 are not greatly affected by whether the two 
businesses are parent and subsidiary or merely owned by the same individuals. The 
Commissioner can allocate income in the latter case as well as the former. For example, 
in Gordon Can Company, 29 B.T.A. 272 (1933) the taxpayer and his wife jointly owned, 
although in widely divergent percentages, the shares of Gordon Can Company and 
Wallace Realty Company. The taxpayer arranged with a can company supplier to bill 
the company at regular rates and pay a rebate to the realty corporation. The Com- 
missioner’s allocation of the rebates to the can company was upheld. 
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that situation. Organization of a new subsidiary falls within the definition 
of “acquiring control.” ***° 

However, section 129 should not be applicable to a non-resident manu- 
facturing company organized under Puerto Rican law. The company 
would make possible the receipt and accumulation of earnings without tax, 
but this result does not spring from any grant of a “credit, deduction or 
other allowance” within the language of section 129, but from a lack of 
jurisdiction to tax non-residents. 

The section might have greater application in the case of a section 251 
corporation, since the exclusion of Puerto Rican income thereunder might 
constitute an “allowance.’”’ However, the Bureau has ruled section 129 
inapplicable to a Western Hemisphere trade corporation,**° and the logic 
of that ruling would seemingly apply with equal force to section 251 cor- 
porations. The effect of the section, if applied, would be similar to section 
45. The entity of the manufacturing company would not be disregarded, 
but part of its income might be allocated to the parent. 


3. Transfers or Sales of Property From an Existing Corporation 


Property of an existing corporation or its subsidiary may be transferred 
to a Puerto Rican enterprise for stock of the transferee, either as part of a 
tax-free reorganization *** or as a taxable exchange. The stock of the 
Puerto Rican corporation may even be distributed to the original corpora- 
tion’s shareholders without tax, if both corporations continue in business 
and if the transfer was not a device for distributing the earnings of the 
existing corporation.*** Alternatively, such property might be sold for 
notes or bonds or on an open account indebtedness to the Puerto Rican 
enterprise, whether it is organized as a subsidiary or is owned by the stock- 
holders of the vendor. 

In large measure, the choice as to the form of such a transaction depends 
on the excess profits tax position of the transferring or selling corporation. 


129 Alcorn Wholesale Co., 16 T.C. 75 (1951); Berland’s, Inc., 16 T.C. 182 (1951); 
Chelsea Products, Inc., supra note 125. But cf. J. E. Dilworth Co. v. Henslee, 98 F. Supp. 
957 (D. Tenn. 1951). 

1380 ].T, 3757, 1945 Cum. Butt. 200. The theory of the ruling is that Congress did not 
intend to modify the special privilege granted by section 109 when it enacted section 129: 
“The absence of any other restrictions or conditions relating to eligibility [other than 
the gross income requirements] for such relief leads to the conclusion that the basic policy 
underlying those sections contemplated that they shall apply to any domestic corporation 
which can, for a particular taxable year, satisfy such conditions as are specifically set forth 
therein without regard to the time of, or the occasion for, the organization of such 
corporation.” 

181]. R.C. §§112(g) (1) (D) and 112(b) (4). Attention must be accorded, however, to 
I.LR.C. §112(i) and also, in the case of any transfer of securities, to the special excise 
tax imposed by I.R.C. §§1250-1254. : 

182. R.C. §112(b) (11). 
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If the property is sold to a Puerto Rican enterprise which is a subsidiary 
of the vendor, the excess profits tax credit of the parent will be reduced 
unless the sale is for cash or on an open account indebtedness.*** Taxable 
exchanges of property for stock will effect a conversion of an admissible 
asset, property, into an inadmissible asset, stock.*** A transferring corpora- 
tion which computes its excess profits tax credit on the invested capital 
method would have a resulting reduction in its credit,**° as would, in the 
usual case, a corporation using the income method.*** If the property is 
exchanged for stock in a tax-free transaction, the excess profits credits of 
the two corporations are determined under the complicated rules of Part II 
and Part III of the Excess Profits Tax Law, which reduce the excess 
profits tax credit of the transferor corporation by the amount of the credit 
attributable to the assets transferred. 


4. Investing the Tax-Exempt Surplus 


Normally, the accumulated tax-free surplus if not used for expansion 
will be invested, often in income-producing securities. Several problems 
are thereby raised. If 50 per cent of the stock of the Puerto Rican enter- 
prise, whether organized under Puerto Rican laws or under section 251, is 
owned directly or indirectly by five or fewer families, the corporation 
might be subject to the United States personal holding company surtax 
under sections 500 to 511 of our Code on investment income from United 
States sources unless all such income were distributed. The “gross income” 
of the Puerto Rican enterprise for United States tax purposes would be 
personal holding company income, since the only gross receipts recognized 
for our tax purposes under section 231 or section 251 would be those de- 
rived from the investments. To avoid such a pitfall, the surplus might be 
invested in tax-exempt state or municipal securities, foreign securities, or 
securities of Puerto Rican corporations or of the Puerto Rican Govern- 
ment. Investment income of an exempt corporation is not itself exempt 
from Puerto Rican tax under the Industrial Tax Exemption Act.**? As 
under our Code, a credit would be allowed by Puerto Rico against its tax 
for United States or other taxes paid at the source on such investment 
income.*** 


1837. R.C. §435(g) (4) (E). 

184 T.R.C. §440(a). 

185 T.R.C, §436(a) (1). 

186 If the transferee and transferor are members of a controlled group, the credit will 
always be reduced under I.R.C. §435(g) (4)(D). However, if the corporations are not 
members of a controlled group, the increase in inadmissible assets will reduce any capital 
additions of the transferring company (I.R.C. §435(g)(1)). 

187 Section 4(a) (2). 

138 Puerto Rican Income Tax Act of 1924, as amended, §36. The operation of the 
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If a section 251 corporation is established, particular care should be 
taken to invest its surplus in either tax-exempt or Puerto Rican securities, 
for the additional reason that an allocation under section 45 or section 
129, discussed above, might otherwise result in a reduction of gross in- 
come from sources within Puerto Rico to less than the requisite 80 per 
cent. Also, all payments of dividends or interest on foreign securities 
should be received by the corporation in Puerto Rico, to avoid inclusion of 
the amount received as income from United States sources under the 
peculiar provision of section 251(b). 


SUMMARY 


In view of the foregoing discussion, the following generalizations can 
be drawn: 

1. Naturally, the most expedient course of action on all these points 
requires a custom-made solution in the light of the particular facts. Fur- 
thermore, the whole question as to the feasibility of Puerto Rican manu- 
facturing operations obviously hinges not only upon United States and 
Puerto Rican tax considerations, but upon other cold economic factors—the 
basic nature of the business, the orientation of the market for the products, 
the amount and source of necessary raw materials, the comparative source 
and efficiency of labor, and the basic adaptability of the business to the 
Puerto Rican economy. For example, in the case of heavy industry needing 
bulky raw materials from the United States or other sources, much of any 
tax saving might in effect be lost at sea. There are innumerable types of 
business, however, as to which the additional transportation costs and the 
possible delay involved in Puerto Rican manufacture would not be an 
unduly burdensome price for the reduced tax costs. 

2. On the whole, if the products of the exempt company are to be sold 
for consumption in the United States, establishment of a Puerto Rican 
corporation is superior to a section 251 company as a means of exploiting 
the Puerto Rican exemption, since the sales profits of a Puerto Rican cor- 
poration are psychologically somewhat more certain of being accepted as 
free from United States tax. If the goods are to be sold for use in Puerto 
Rico and other areas outside the United States, a section 251 corporation 
seems preferable because of the greater ease of liquidation. However, there 
exists the conceivable danger that the sales would be held to have occurred 
outside of Puerto Rico, so that the gross income requirements of section 
251 might not be satisfied. 

3. The Puerto Rican enterprise, wherever incorporated, should conduct 


Puerto Rican credit is similar to that extended by I.R.C. §131, in connection with which 
see Arundel Corporation v. United States, F. Supp. (Ct. Cl. 1952), 5 CCH 9214. 
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its activities in such a manner that title to its goods will pass at the point 
of shipment in Puerto Rico by f.o.b. or c.i.f. contracts. Receipts should be 
collected in Puerto Rico and, to the greatest extent possible, negotiation and 
execution of all contracts should occur in Puerto Rico. Except when a 
section 251 corporation is selected, all formal corporate activities should 
occur in Puerto Rico, and no employees or office should be maintained in 
the United States. 

4. As to stock ownership, companies with many stockholders will 
usually be forced to establish the Puerto Rican enterprise as a subsidiary. 
Whether in the case of smaller, closely-held enterprises the stock of the 
Puerto Rican company should be owned by the United States company 
or the latter’s shareholders would depend on a variety of factors, such as 
the likelihood of large intercompany transactions and the probable dis- 
position of the Puerto Rican stock by either liquidation or sale. 

5. If sales are made by the Puerto Rican enterprise to a parent or related 
corporation, restraint and good judgment should be exercised in avoiding 
an artificially high sales figure, and some sales should, if possible, be made 
at the same price to independent outlets in order to demonstrate that the 
price is bona fide. There would naturally be a more zealous disposition 
on the Treasury’s part to apply section 45 of our Code in the present field 
than if two fully taxable domestic companies were involved. 

6. If the ultimate destination of the goods is the United States, and if a 
United States distributor is required, the goods should be sold outright to 
the distributor in order to avoid any: possible treatment of the distributor 
as a sales agent. When the distributor is a corporation owned by the same 
interests as the Puerto Rican company, it might be advantageous to create 
a separate Puerto Rican corporation, resident in the United States, to 
purchase the goods for resale. Under the regulations, a foreign company, 
which purchases goods within a possession of the United States for sale 
in the United States, is entitled to apportion its income between the two 
areas. Since Puerto Rico’s corporate taxes are about one-half those of the 
United States, a further measure of tax comfort might thus be achieved. 

7. The Puerto Rican enterprise, whether incorporated here or in Puerto 
Rico, would not be able (with any tax saving to its shareholders) to invest 
its surplus in taxable United States securities where five families, directly 
or indirectly, own more than 50 per cent of the stock of the corporation 
within the meaning of the personal holding company provisions. Invest- 
ments in such a case might take the form of either (a) tax-exempt state 
or municipal bonds; (b) securities of the Puerto Rican Government or 
Puerto Rican corporations; or (c) Canadian or other foreign securities. 
(In the case of a United States company, investments in class (c) would 
have to be quite limited.) 
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8. Machinery or other equipment of an existing company, which is 
required to be transferred to the Puerto Rican enterprise, should generally 
be sold for an open account indebtedness approximating its fair market 
value. 

9. The most difficult problems arise in connection with the ultimate 
realization of the profits derived from the Puerto Rican operations. In the 
tax lexicon, there are few if any perpetual panaceas. The Puerto Rican 
route is perhaps smoothest, although by no means limited, to a growing 
enterprise which would devote its surplus from such operations to further 
expansion, with possible ultimate realization by a sale of the stock. 

10. If current distribution of earnings is planned and if more than 80 
per cent of gross sales are to be made throughout the Western Hemisphere 
in countries other than Puerto Rico or the United States, with title passing 
in the country in which the goods are marketed, a Western Hemisphere 
trade corporation under section 109 should be considered. 

11. In the case of certain types of small industries susceptible to organi- 
zation as sole proprietorships or partnerships, the exemption program may 
be particularly attractive if the individuals concerned are willing to become 
bona fide residents of Puerto Rico. Profits without imposition of tax can 
be realized as earned. 

There is literally no place to hide from taxes without encountering fur- 
ther problems. However, Puerto Rico, by its tax exemption program, has 
opened a promising route to mainland business, which is under many cir- 
cumstances economically sound, administratively certain, and financially 
appealing. The Island has done a favor to itself and to continental bus- 
iness. Moreover, the future holds promise of an extension of the program 
on a more permanent basis. 








Restraints On Alienation And The Internal 
Revenue Code 


ROBERT T. MOLLOY 


INTRODUCTION 


ye use of covenants imposing restraints upon the free alienation of 
property antedates the Internal Revenue Code by many hundreds of years. 
Their use was not devised as a means of tax avoidance. In point of fact, 
the rigid valuation procedure of the Code was superimposed upon property 
subject to a widespread preexisting system of covenants restricting aliena- 
tion. The nature of these covenants, of course, is as varied as the types of 
property to which they appertain and the economic needs sought to be 
served.* 

The substantive validity of the restraint is a sine qua non to the crea- 
tion of a tax valuation problem * and hence will be tacitly assumed in the 
subsequent discussion. But substantive validity, though necessary, is not a 
sufficient condition for tax effectiveness. A restrictive covenant specifically 
enforceable in equity may serve to enhance rather than lower the value of 
property subject to the restraint where the legal power to en‘ >rce sale at 
a stated price is vested in the vendor * alone. More frequently a covenant 


Rosert T. Mottoy (B.S.S., City College; LL.B., Yale University; Rhodes Scholar, 
1939) is a member of the New York Bar and author of several previous articles in the 
Tax Law REvIEw. 

1“Agreements among stockholders of corporations restricting their right of disposition 
of their stock have many and varied business purposes. They may be employed, for ex- 
ample, to insure continuity of control of the corporation; to prevent outside parties be- 
coming stockholders; to promote stability of management; to interest and retain able 
officers and employees; to fix the price and procedure for disposing of a stockholder’s 
interest upon his death ; and other uses too numerous to detail.” Cohen, Restrictive Agree- 
ments for Purchase of Stock: Effect on Estate and Gift Tax Valuations in PROCEEDINGS OF 
New York University Firrh ANNUAL INSTITUTE ON FEDERAL TAxaTion 54 (1947). 

2 Wilson v. Bowers, 51 F.2d 261, 262-3 (S.D.N.Y. 1931), aff’d, 57 F.2d 682 (2d Cir. 
1932) ; Lomb v. Sugden, 82 F.2d 166, 167 (2d Cir. 1936), reversing on this point, 11 
F. Supp. 472, 475-477 (W.D.N.Y. 1935) ; Waldemar R. Helmholz, Executor, 28 B.T.A. 
165, 175 (1933), aff'd on another point, 75 F.2d 245 (D.C. Cir. 1934), aff'd, 296 U.S. 93 
(1935). On the issue of substantive validity, see O’Neal, Restrictions on Transfer of 
Stock in Closely Held Corporations: Planning and Drafting, 65 Harv. L. Rev. 773 (1952). 

3“. |. Naturally, if the holder of valuable stock is under an absolute contract to sell 
at a price less than the fair value thereof, it may be assumed that the sale will be consum- 
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may be of negligible tax significance because its restrictive features are not 
called into effective play by the events which give rise to the need for tax 
valuation.* 

Prior studies of this subject have largely involved analyses of the cases 
primarily in accordance with the specific tax being collected ° or the nature 
of the restrictive covenant. From a pragmatic point of view, the taxpayer 
and tax collector are interested basically in a two-fold problem: 





(1) When, if at all, will the existence of restraints upon alienation of 
property be accorded significance for tax valuation purposes? and 
(2) To what extent will they be recognized? 


The answers to these two questions, although involving analysis of the 
type of tax and the type of covenant, differ significantly, it is believed, in 
approach, emphasis, and scope from the studies already made. 


THE VALUATION FORMULA 


The valuation of property subject to restrictions upon sale or other 
alienation involves for the purposes of federal income, gift, or estate tax- 
ation both a contradiction in terms and a physical impossibility. The exist- 
ence of this verbal and factual anomaly has occasioned, and still occasions, 
the courts no little difficulty. 

Semantics enters the picture through the necessity of valuing property 
in terms of a verbalism, “fair market value.” This formula, not imposed 
by the gift or estate tax statute * but by regulation * having the force and 


mated. The value of the security is, therefore, restricted by the agreement. On the other 
hand, if there exists no obligation to sell, the contract merely providing for a deposit and 
the fixing of a price if the owner desires to sell, no such conclusion follows. Under the 
latter circumstances, the restrictive agreement may be either detrimental or beneficial 
to the value of the stock, depending upon the circumstances. Michigan Trust Co. v. 
Comm’r, 27 B.T.A. 556.” Fostoria Glass Co. v. Yoke, 45 F. Supp. 962, 965-966 (N.D. 
W. Va. 1942). But see Worcester County Trust Co. v. Comm’r, 134 F.2d 578, 582 
(ist Cir. 1943), reversing Estate of James Smith, 46 B.T.A. 337 (1942). 

4“... The critical event necessary to occur in order to bring into play the provisions 
of the contract fixing the price of the stock given by petitioner to his wife had not 
occurred; and, by its terms, the contract might have been terminated long before the 
occurrence of the critical event.” Spitzer v. Comm’r, 153 F.2d 967, 971 (8th Cir. 1946) 
(gift tax) ; Halsted James, 3. T.C. 1260, 1264 (1944), aff'd, 148 F.2d 236 (2d Cir. 1945) 
(gift tax) ; Helen 'S. Delone, 6 T.C. 1188, 1193 (1946) (income tax) ; Krauss v. United 
States, 51 F. Supp. 388 (E.D. La. 1943), aff'd, 140 F.2d 510 (Sth Cir. 1944) (gift tax) ; 
Michigan Trust Co., Executors, 27 B.T.A. 556, 561 (1933) (estate tax). 

5 Comment, Options and Sale Contracts in Taxation, 46 Yale L.J. 272-286 (1936) ; 
Cohen, note 1 supra. 

® Note, Valuation of Stock Subject to Restrictive Agreement for Federal Estate and 
Gift Taxation, 60 Harv. L. Rev. 123-132 (1946); Note, Valuation of Restricted Shares 
for Tax Purposes, 90 U. or Pa. L. Rev. 346-357 (1942). 

7 Section 22(a) of the Internal Revenue Code merely provides for the purposes of the 
federal income tax that there shall be included in gross income “.. . gains, profits, and 
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effect of law, is uniformly defined as “the price at which the property 
would change hands between a willing buyer and a willing seller, neither 
being under any compulsion to buy or to sell.” * It is instantly apparent 
that such a formula constitutes no ready touchstone to yield the taxable. 
worth of property which can rightly have no market value, sale being for- 
bidden outright or otherwise restricted by covenants specifically enforce- 
able in equity. 

By the lengthy and expensive processes of judicial inclusion and exclu- 
sion, the word market *° has all but been read out of the formula, leaving 


income derived from salaries, wages, or compensation for personal service. .. .” Section 
811 of the Code provides for federal estate tax purposes that “The value of the gross 
estate of the decedent shall be determined. . . .” (emphasis added) Section 1005 of the Code 
provides for federal gift tax purposes that “If the gift is made in property, the value 
thereof at the date of the gift shall be considered the amount of the gift.” (emphasis 
added) The unmodified word value is also used in section 1002 (gift tax). Some unjusti- 
fied confusion seems to have arisen on this point in the minds of the commentators. 
Cf. “The gift tax act uses the term ‘fair market value.’” ANGELL, Valuation Problems, 
CuRRENT PRoBLEMS IN FEDERAL TAXATION 2 (Practising Law Institute 1945). A ready 
reference to the Code serves to settle the point. “Fair market value” is used, however, 
in various sections of the income tax law, for example, §§111(b), 113(a) (2), 113(a) (14), 
114(b) (2), 130A(b)(d). The efforts of a student commentator (Note, Valuation of 
Stock Subject to Restrictive Agreement for Federal Estate and Gift Taxation, 60 Harv. 
L. Rev. 123, 131 (1946)) to distinguish between “value” for estate and gift tax purposes 
and “fair market value” for income tax purposes are unimpressive. Cf. II Pau, Feperav 
Estate and Grrr Taxation §18.02, 1214-5 (1942). 

8 For federal estate tax purposes the applicable regulation provides that “The value of 
every item of property includible in the gross estate is the fair market value thereof. . . .” 
Reg. 105, Sec. 81.10(a). For federal gift tax purposes the value of property is “. . . the 
fair market value at the time of the gift....” Reg. 108, Sec. 86.19(a). For federal 
income tax purposes the formula remains as before “fair market value.” Reg. 111, Sec. 
29.22(a)-1. See especially, “If services are paid for with something other than money, the 
fair market value of the thing taken in payment is the amount to be included as income.” 
Reg. 111, Sec. 29.22(a)-3. 

9 Reg. 105, Sec. 81.10(a) (estate tax) ; Reg. 108, Sec. 86.19(a) (gift tax). 

10“... Perhaps there need not be a ‘market’ to establish a ‘market value,’ but there 
must be some assurance that the value is what a ‘market’ would establish; ....” Hel- 
vering v. Walbridge, 70 F.2d 683, 684 (2d Cir. 1934), cited ANGELL, op. cit. supra note 7, 
at 4. See also Romer, L. J. in In re Paulin, [1935] 1 K.B. 26, 63: “... An actual sale 
in an open market is out of the question. A feat of imagination has to be performed.” 
And the courts have been quite ready to engage in such feats. Cf. “... The restriction 
[a one year complete prohibition on sale] upon the sale or exchange of stock of course 
postpones the right of the owner of stock to transfer title until the expiration of the period 
or its earlier termination and as a practical matter results in limiting the number of 
prospective purchasers to those who do not desire immediate delivery. In our opinion, 
however, it does not operate of and by itself to deprive the stock of market value.” (em- 
phasis added) Heiner v. Gwinner, 114 F.2d 723, 725 (3d Cir. 1940), cert. denied, 311 U.S. 
714 (1940). Even more striking perhaps is the view that “the value to the trust and 
to the beneficiary was not necessarily the amount which could be realized from the sale 
of the shares. Those shares are being retained by the trustee for the income to be derived 
therefrom for the benefit of the beneficiary.” Raymond J. Moore, 3 T.C. 1205, 1211 (1944) 
(gift tax). 
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only the words “fair value.” “Fair” adds nothing essential to the express 
language of the formula, since where omitted from the statute its presence 
has been inferred.** And in the main, the same factors indicative of value 
or worth have been deemed relevant where “fair” has been present, omitted 
entirely, or replaced with such synonyms as “clear,” ** “principal,” ** or 
“cash.” * 

The remaining word “value” has, in its turn, been denied objective 
meaning by the judges themselves, who have been to no small pains to 
give this word an “eely character.” * “A conjecture, a guess, a predic- 
tion, a prophecy” ** and “the stuff that dreams are made of” *™* have all 
been used to characterize this word. “Fair market value’’ has, in a word, 
been exorcised after the fashion of Voltaire’s noted characterization of 
the Holy Roman Empire as being neither Holy, nor Roman, nor Imperial. 

Since not all courts have reached the same level of sophistication in the 
tax treatment they afford restrictive covenants, a close study of the evolu- 
tion of judicial thinking on the subject is helpful to those faced with a 
valuation problem. Although the federal courts in the main have emerged 
at least into the Golden Age, many of the state courts have scarcely passed 
beyond the Silver Age in so far as their legal thinking on this subject is 
concerned.”* 


TAX LAW REVIEW [Vol. 7: 


INCOME TAX EFFECTS 


The Age of Silver. When originally confronted with the problem of 
what effect for income tax purposes should be given to covenants restrict- 
ing the alienability of property, the federal courts almost unanimously 


11 See notes 7 and 8 supra. 

12 The New Jersey inheritance tax is levied on “the clear market value of the property 
transferred.” (emphasis added) N. J. Rev. Stat. §54:34-5. 

13 The English estate duty is levied on the principal value of the property. See for 
example, Finance Act, 1894, 57 & 58 Vict. c. 30, §7, subs. 5. 

14In Massachusetts the state inheritance tax is levied on “fair cash value or market 
value.” Commissioner of Corporations v. Worcester County Trust Co., 305 Mass. 460, 
26 N.E.2d 305 (1940). 

15 Comm’r v. Marshall, 125 F.2d 943, 946 (2d Cir. 1942). The phrase, of course, is 
that of the inimitable Judge Frank. 

16 [bid. 

17 Jenkins vy. Smith, 21 F. Supp. 251, 253 (D. Conn. 1937), quoting ELy, OuTLINEs oF 
Economics 223 (5th rev. ed.) 

18 The precise nature of the backwardness is developed in the article infra. Two of the 
best examples of this arrested development are Jn re McClure’s Estate, 347 Pa. 481, 32 A.2d 
885 (Sup. Ct. 1943) and Commissioner of Corporations v. Worcester County Trust Co., 305 
Mass. 460, 26 N.E.2d 305 (1940). New York, on the other hand, led the federal courts in 
evolving current doctrines (In re Fieux’s Estate, 241 N.Y. 227, 149 N.E. 857 (1925)), 
and was stoutly seconded by New Jersey (Grell v. Kelly, 134 N.J.Eq. 593, 36 A.2d 874 
(Prerog. Ct. 1944), aff'd sub nom. on this point, In re Nicklas’ Estate, 132 N.J. L. 450, 
41 A.2d 122 (Sup. Ct. 1945) ). 
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solved the problem by a truly Podsnappish * disregard of the covenants. 
Thus, to the hypothetical buyer in a hypothetical market they added a 
crowning touch in the subject matter of his hypothetical purchase, 1.c., 
a hypothetical share.*® 

Although originating at a much earlier date, classic expression of the 
theory behind the courts’ refusal to consider such restraints on alienation 
as in any way affecting “fair market value” for income tax purposes was 
given in the Board’s opinion in the Tex-Penn Oil” case. There oil well 
promoters had received stock in a new corporation in return for a transfer 
to it of their interests. An oral contract with the underwriters forbade 
the sale of their shares prior to the completion of the underwriting period, 
originally fixed at 90 days but later extended for a second 90-day period. 
At the expiration of the full six months’ period, the oil wells had all run 
dry and the entire venture collapsed into complete bankruptcy. In holding 
the promoters liable for income tax calculated upon the full value of 
unrestricted shares at the tinie of the stock’s receipt, the Board of Tax 
Appeals absolutely refused to recognize the effect of the covenants against 
alienation, stating : * 


We cannot believe that the taxing statute may be read in such a way that 
property otherwise having a fair market value may be said to have been deprived 
of that value because the owner voluntarily agrees with some other person not 
to dispose of it for a limited time. . . . Petitioners ought not to be heard to 
say that a stand voluntarily taken to support the value of property at the same 
time destroys the value of that portion of the property owned by them. 


The view thus espoused that the taxpayers may not by voluntary agree- 
ment among themselves restrict the sale of stocks so as to depress its fair 


* Our readers may like to be reminded that Mr. Podsnap is a character in DicKENs’ 
Our Mutua. Frienp—an overwhelmingly respectable fellow who always knows pre- 
cisely what Providence means. “And it was very remarkable (and must have been very 
comfortable) that what Providence meant was invariably what Mr. Podsnap meant. These 
may be said to be the articles of faith of a school which the present chapter [bk. I, c. XI] 
takes the liberty of calling, after its representative man, Podsnappery.”—Eb. 

19 The dilemma in which the courts thus involved themselves was neatly put by Lord 
Russell of Killowen dissenting in Island Revenue Commissioners v. Mann, [1937] A.C. 
26, 67, 69 in the following language: “What justification is there for saying that the 
shares to be sold at the hypothetical sale are to be free of the rights of pre-emption; that 
they are in other words to be hypothetical shares? . . . In the view which I take, the 
question as to the exclusion of any class of possible purchasers from the open market 
does not arise; .... The whole world was hypothetically there, making hypothetical 
bids.” Cf. this with the Board of Tax Appeals’ early decision in James Couzens, 11 B.T.A. 
1040, 1164 (1928) where it was stated, “. . . We do not construe a fair market as mean- 
ing that the whole world must be a potential buyer, but only that there are sufficient 
available persons able to buy to assure a fair and reasonable price in the light of the 
circumstances affecting value.” 

20 Tex-Penn Oil Co., 28 B.T.A. 917 (1933). 

21 Id. at 962-3. 
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market value for federal income tax purposes, was in full accord with the 
philosophy underlying a long series of earlier and contemporary cases in 
the Board of Tax Appeals,”* District Courts ** and the Circuit Courts.” 
The refusal of the courts to give effect to these covenants was evidenced 
with equal vigor in valuations for federal estate tax purposes.” As was to 
be expected, this judicial attitude found reflections in the decisions of state 
courts ** called upon to decide similar questions under state taxing statutes. 

It will be recalled that the Board of Tax Appeals in the Tex-Penn case 
had refused to give effect to an oral restrictive agreement even though 
such restriction was admittedly binding for other than tax purposes. It 
is not surprising, therefore, to find even less formal agreements denied 
effect or their existence frankly doubted. “A sort of a general under- 
standing or gentlemen’s agreement,” in one case,” and an intention on 
the part of the vendor that the shares should be kept by the purchasing 
employee as an investment, in another case,?* were denied all effect for 
federal income tax purposes. Other covenants, the existence of which was 
not doubted, merely required the vendee to accord his vendor the right of 
first refusal. These were uniformly held to have no effect upon the value 
of the shares for income tax purposes.”® This was true even though the 


22 City Bank Farmers Trust Co., Executor, 23 B.T.A. 663, 669 (1931) (“Although 
the parties can restrict the sale price of the stock as between themselves they cannot, 
by such a contract, restrict the right of the Government to collect taxes upon the actual 
value of the stock.”). Accord, T. W. Henritze, 28 B.T.A. 1173, 1176 (1933); Minne- 
sota Tea Co., 28 B.T.A. 591, 596 (1933), rev'd on another point, 76 F.2d 797 (8th Cir. 
1935), aff'd, 296 U.S. 378 (1935). 

23 Lomb v. Sugden, 11 F. Supp. 472, 477 (W.D.N.Y. 1935), rev’d, 82 F.2d 166 (2d Cir. 
1936). 

24 Perhaps the most extreme of these early holdings was G & K Mfg. Co. v. Comm’r, 
76 F.2d 454 (4th Cir. 1935), rev'd on another point, 296 U.S. 389 (1935). See also 
Newman v. Comm’r, 40 F.2d 225, aff’d on rehearing, 41 F.2d 743 (10th Cir. 1930), 
cert. denied, 282 U.S. 858 (1930); Rodrigues v. Edwards, 40 F.2d 408 (2d Cir. 1930); 
Wright v. Comm’r, 50 F.2d 727 (4th Cir. 1931) ; Helvering v. Kendrick Coal & Dock Co., 
72 F.2d 330 (8th Cir. 1934). 

25 Michigan Trust Co., Executors, 27 B.T.A. 556, 561 (1933) ; Frederick A. Koch, Jr., 
Executor, 28 B.T.A. 363, 367 (1933) (“Upon the authority of the courts and upon 
reason we cannot agree that the value of corporate stocks for estate tax purposes, in the 
absence of actual sales of the stock, can be limited by the fiat of a corporation’s bylaws to 
a sum less than the intrinsic value of the stock.”). 

26 Bryant v. Commissioner of Corporations, 291 Mass. 498, 197 N.E. 509 (1935) (state 
income tax) ; Commissioner of Corporations v. Worcester County Trust Co., 305 Mass. 
460, 26 N.E.2d 305 (1940) (state inheritance tax) ; In re McLure’s Estate, 347 Pa. 481, 
32 A.2d 885 (Sup. Ct. 1943) (state estate tax); In re Delone’s Estate, 347 Pa. 486, 
32 A.2d 888 (Sup. Ct. 1943) (state estate tax). 

27D. W. Cowden, 3 B.T.A. 816, 820 (1926) (income tax). See also Clara B. Parker, 
Executrix, 31 B.T.A. 644, 660 (1934) (income tax). 

28 Phillip W. Haberman, 31 B.T.A. 75 (1934), aff'd, 79 F.2d 995 (2d Cir. 1935) (in- 
come tax). 

29 Jay N. Darling, 4 B.T.A. 499 (1926) ; James Couzens, 11 B.T.A. 1040, 1163 (1928) ; 
Phillip W. Haberman, 31 B.T.A. 75 (1934), aff’d, 79 F.2d 995 (2d Cir. 1935). 
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mere existence of the option admittedly kept those same shares from being 
listed on the New York Stock Exchange with resulting loss of access to 
a broad trading market,*° an acknowledged factor in determining price. 

The Age of Gold. As in the natural world where sudden change is 
rarely wrought overnight, so the courts had upon occasion recognized the 
depressive effect of restraints upon alienation for tax purposes even during 
the Silver Age. The covenants were early given effect for income tax 
purposes even though the restrictions in question were not placed upon 
the shares until a month after issuance.** Justification for the holding was 
found in the theory that the necessity for the covenant “was no doubt 
within the minds of all the parties interested.” *? Such a holding, however, 
was exceptional. 

The first serious evidence of the advent of a new age may be detected in 
Helvering v. Salvage.** There the United States Supreme Court was 
required to determine the fair market value for federal income tax pur- 
poses of stock purchased by the taxpayer in 1922 for $100 per share 
subject to a covenant to resell to the vendor corporation upon demand at 
cost price in following years. Although the fair market value of those 
same shares at the time of acquisition would have been $1,164.70 per share 
if freely alienable, the Court was constrained to hold that the option 
empowering the vendee to repurchase at will for $100 per share effectively 
limited the fair market value of those shares on the issuance date to option 
price. 

In the following year, the Supreme Court was called upon to deal with 
the effect for federal income tax purposes of an absolute restriction upon 
alienation ** rather than a covenant simply limiting sale price. The problem, 
of course, was not a new one in the courts below.** The full rigors of 
the Silver Age rule denying any validity for tax purposes to covenants 
against alienation reigned in the Board of Tax Appeals.** Covenants 
exacted by underwriting groups were completely ignored although re- 
straining sale of shares for six months,*” twelve months,** or two years * 


80 James Couzens, 11 B.T.A. 1040, 1163 (1928). 

81 Henry S. Parker, 11 B.T.A. 1336 (1928). 

82 Jd. at 1352. 

83 207 U.S. 106 (1936). 

34 Helvering v. Tex-Penn Oil Co., 300 U.S. 481 (1937). 

85 Minnesota Tea Co., 28 B.T.A. 591, 596 (1933), rev’d on other points, 76 F.2d 797 
(8th Cir. 1935), aff’d, 296 U.S. 378 (1935). Fesler v. Comm’r, 38 F.2d 155, 157 (7th Cir. 
1930), cert. denied, 281 U.S. 755 (1930). 

86 City Bank Farmers Trust Co., Executors, 23 B.T.A. 663, 668-9 (1931) ; Frederick A. 
Koch, Jr., Executor, 28 B.T.A. 363 (1933); T. W. Henritze, 28 B.T.A. 1173 (1933) ; 
Leo Propper, 33 B.T.A. 261 (1935), rev’d, 89 F.2d 617 (2d Cir. 1937). 

87 Wallis Tractor Co., 3 B.T.A. 981, 1002 (1926) (income and profits taxes) (second 
preferred to be withheld from the market for six months, the common for two years). 

38 T, W. Henritze, 28 B.T.A. 1173 (1933). Although the underwriting bankers here 
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and despite the inflation of market prices by the “stabilizing” efforts of the 
issuing bankers. 

The Board’s decision in the Tex-Penn Oil case,*® considered supra, was 
fully typical of the current philosophy. On appeal to the Circuit Court,” 
however, the true economic relations resulting from the transaction were 
examined with a closer eye. It was then clearly seen that the restraints 
imposed upon the stockholders’ right to sell were not the product of 
“voluntary” agreement but had in fact been “extracted” from reluctant 
shareholders by the underwriting group which, as usual, occupied a 
dominant economic position. In consequence, it was held that no tax 
could properly be levied upon the receipt of that which had in fact never 
been possessed. As an alternative holding, the Circuit Court noted that 
the corporation whose stock the taxpayers had received was engaged in 
a highly speculative business and had become completely bankrupt prior to 
the date upon which the stockholders’ shares had become fully alienable. 
The Circuit Court’s holding on these two points was affirmed by the 
Supreme Court.*? 

Later cases have left some doubt whether the existence of an absolute 
prohibition against sale or transfer is in itself sufficient to deprive stock of 
fair market value for federal income tax purposes, and, if so, for what 
period of time alienation must be prohibited to have that effect. Doubt also 
remained whether stock in a speculative venture even without restraints 
upon alienation might not be without fair market value. 

In Morris D. Kopple* the full Tex-Penn income tax conditions were 
held to have been met. Not only was the stock, received on a consolidation, 
placed by agreement with the underwriters in escrow with sales prohibited 
for one year but the venture itself was of a highly speculative nature, for 
the corporation started “in a scrap and ended in bankruptcy.” ** The tax- 
payer in Propper v. Commissioner * received shares of stock in a taxable 


had admittedly “manipulated” the market, the existence of a one-year covenant against 
any sale was held not to reduce the value of shares subject to such restriction below that 
of those freely alienable the price of which was maintained by the underwriters’ supportive 
activities. Accord, Minnesota Tea Co., 28 B.T.A. 591, 596 (1933), rev'd on other points, 
76 F.2d 797 (8th Cir. 1935), aff'd, 296 U.S. 378 (1935). Cf. Morris D. Kopple, 35 
B.T.A. 1056 (1937). 

89 Note 37 supra. Here the Board rejected respondent’s view that Chicago Board of 
Trade prices should govern where it was shown that this price had been artificially 
maintained by pools and that such price fell disasterously when this artificial stabiliza- 
tion was removed. 

4028 B.T.A. 917 (1933). 

41 Tex-Penn Oil Co. v. Comm’r, 83 F.2d 518 (3d Cir. 1936). 

42 300 U.S. 481 (1937). 

48 35 B.T.A. 1056 (1937). 

44 Id. at 1064. 

45 89 F.2d 617 (2d Cir. 1937), reversing 33 B.T.A. 261, 265-6 (1935), which reflected 
the Board’s original decision in the Tex-Penn case. 
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reorganization, the sale or other disposition of such stock being restrained 
for five years. The underwriting bankers refused all requests to shorten 
the holding period though frequently urged to do so. Upon the lapse of 
the full five-year period, taxpayers’ shares, which when unrestricted had 
sold for $33 on issuance, were worth $1.50. In reliance upon the Tex-Penn 
rule, it was held that for federal income tax purposes the shares were 
without fair market value upon receipt. 

In the next year stock received upon a corporate reorganization subject 
to a six months’ restraint upon alienation was held to lack fair market value 
for federal income tax purposes where the consolidated company consti- 
tuted a new venture managed by untried corporate officers and faced with 
an unknown future.*® Later decisions in the District Court,*’ Board of 
Tax Appeals,** and Tax Court ** held that the receipt of stock of limited 
alienability and constituting evidence of ownership in a corporation of 
untried business future did not constitute taxable income. 

In all of these cases an absolute restraint upon alienation had been 
present. The rule as to the unsound nature of the basic business enterprise 
had relaxed from the ultimate complete bankruptcy present in the Tex- 
Penn case to a mere new company of untried management in Schuh 
Trading Co.” Into the midst of this gradual evolution towards the view 
that restriction upon present alienation might suffice, the rule in Heiner v. 
Gwinner * was suddenly cast. There the taxpayer on an exchange of stock 
received cash plus new common and preferred. The new shares were 
subject to a restriction against transfer, sale, or exchange for a period of 
one year, a period of time equal to that present in the Kopple case and twice 
the time present in the Tex-Penn and Schuh cases. The District Court,** 
impressed by these facts and in explicit reliance upon the Tex-Penn case, 
held that the shares upon receipt had no fair market value for federal 
income tax purposes. Reversal was had upon appeal by the Collector, 
the Circuit Court finding no proof that the stock in question represented 
an interest in a highly speculative business venture. The Tex-Penn and 
Propper cases were thus distinguished, and Schuh Trading Co. frankly not 
followed. And there the law remains to this day.** 


46 Schuh Trading Co. v. Comm’r, 95 F.2d 404 (7th Cir. 1938), reversing P-H B.T.A. 
Mem. Dec. 36,245. 

47 State Street Trust Co. v. United States, 37 F. Supp. 846 (D. Mass. 1941). 

48 Mac Sim Bar Paper Co., P-H B.T.A. Mem. Dec. 41,402. 

49 Estate of Morgan J. Hammers, P-H T.C. Mem. Dec. 43,459. Cf. Thomas Watson, 
P-H T.C. Mem. Dec. 145,334. 

5095 F.2d 404 (7th Cir. 1938). 

51114 F.2d 723 (3d Cir. 1940), cert. denied, 311 U.S. 714 (1940). 

52 Gwinner v. Heiner, 25 F. Supp. 659, 660-661 (W.D. Pa. 1938). 

58 One of the leading commentators has satisfied himself with the following remarks 
on these cases: “While separating the power of alienation from the ownership of prop- 
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In once again attempting to resolve Alice’s dilemma ** of how stock sub- 
ject to an absolute prohibition against sale for one year could have fair 
market value upon receipt, one judicial Humpty Dumpty has shown which 
is to be master : °° 


The restriction upon the sale or exchange of stocks of course postpones the 
right of the owner of the stock to transfer title until the expiration of the period 
or its earlier termination and as a practical matter results in limiting the number 
of prospective purchasers to those who do not desire immediate delivery. In 
our opinion, however, it does not operate of and by itself to deprive the stock 
of a market value. If the assets and business of Continental appeared to pro- 
spective investors to be such as to make an investment in Continental lucrative 
there is no reason to believe that they would have been unwilling to pay some 
fair price for the stock, even though its delivery must necessarily have been 
postponed a year. 


Clarification has, however, been forthcoming on the remaining point, 
namely, will the extremely speculative nature of an enterprise suffice to 
deprive stock therein of all value for income tax purposes in the total 
absence of restraints upon alienation? It is now well settled that it will. 
No taxable income is realized upon receipt of stock in a highly speculative 
venture even though immediate alienation is in no wise restrained.°® The 
result is the same whether the future of the company is unduly risky 
because of the nature of its management or business or because of threat- 
ened litigation over title to vital corporate assets. 

Silver Threads Among the Gold., Although the Board’s old refusal to 
give tax effect to “voluntary” restrictions seems like a well-laid ghost in 
the field of federal income taxation, a bit of the old ectoplasm still appears 
from time to time in the estate and gift tax fields. For example, in 
Estate of James Smith ™ the Board was called upon to determine the value 
for estate tax purposes of shares in a closely-held corporation where the 
articles of incorporation imposed restraints upon the alienation of those 
shares. This prohibition was not an absolute one, being operative only in 
the event that the holder wished to sell or give away his shares, in which 


erty usually only lessens rather than destroys the value of property as a trading com- 
modity, an agreement restricting sale of stock for a definite period may entirely destroy 
the value of the stock. However, no general rule can be formulated which might cover 
every possible restrictive agreement. 10A Mertens, Law or FepERAL INCOME TAXATION 
49-50 (rev. ed. 1948). 

54“When J use a word,” Humpty Dumpty said, in a rather scornful tone, “it means 
just what I choose it to mean—neither more nor less.” “The question is,” said Alice, 
“whether you can make words mean so many different things.” “The question is,” said 
Humpty Dumpty, “which is to be master—that is all.” THroucH THE Look1nG GLass. 

55 Heiner v. Gwinner, 114 F.2d 723, 725 (3d Cir. 1940). 

56 Gould Securities Co. v. United States, 96 F.2d 780 (2d Cir. 1938); Champlin v. 
Comm’r, 71 F.2d 23, 28-30 (10th Cir. 1934). 
57 46 B.T.A. 337 (1942). 
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event the company was granted a 30-day option to purchase at book value. 
No restrictions were laid upon the transmission of the shares by last will 
and testament. On these facts the Board held the restraint to have no effect 
for estate tax purposes, for the inimitable reason that the covenant “only 
restricts the field of available purchasers in the first instance.” ** On appeal 
a reversal was obtained and the case remanded, the Circuit Court © rightly 
holding that the existence of such a restriction, although not limiting the 
fair market value to the option price, did have a depressing effect upon 
the value, which must be considered together with all other relevant factors. 

Although this holding should have disposed of the issue, silver threads 
upon occasion continue to appear among the gold. In a recent gift tax 
case * the Tax Court was called upon to determine the effect of a restric- 
tive covenant similar in general outline to that dealt with in the Smith 
case. Here the Commissioner freely admitted that the existence of a 
restriction was both relevant to and partially determinative of the stock’s 
fair market value. Strictly, therefore, the question whether some effect 
must always be given such covenants was not before the Court. However, 
the Court went out of its way to proclaim that : * 


It may well be that where the restrictive agreement is merely an agreement 
to grant an option at a certain price if the owner, at some future time, decides 
to sell, and the restriction is the result of voluntary action on the part of the 
stockholder after he acquired the stock, we would adhere to our views as stated 
in the cases above cited and hold that the restrictive agreement should be 
ignored in gift tax valuation cases, in spite of the opinion of the Circuit Court 
of Appeals of the First Circuit in Worcester County Trust Co. v. Commis- 
sioner, supra. . . . (emphasis added) 


On appeal the reviewing Second Circuit affirmed,” discreetly noting that 
due weight had been given the covenant despite the Tax Court’s belligerent 
words. 

It should be observed that the Tax Court confined its threatened non- 
recognition to gift tax valuations where the restraint had been “volun- 
tarily” assumed by the taxpayer subsequent to his acquisition of the stock. 
It may be recalled that the Board of Tax Appeals * was reversed “ in 
March, 1943 for refusing to accord any weight whatsoever to a restraint in 
valuing shares for estate tax purposes. We may have to reckon with a 
recrudescence in the Tax Court of the Board’s old Tex-Penn view but 


58 Td. at 340. 

59 Worcester County Trust Co. v. Comm’r, 134 F.2d 578 (1st Cir. 1943). 
60 Halsted James, 3 T.C. 1260 (1944). 

61 Jd. at 1265. 

62 James v. Comm’r, 148 F.2d 236 (2d Cir. 1945). 

63 Estate of James Smith, 46 B.T.A. 337 (1942). 

64 Note 59 supra. 
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confined to cases where the imposition of the restraint was genuinely 
“voluntary.” Allowance would have to be made for the weight to be 
accorded the trial court’s findings of fact even in post-Dobson * tax cases. 


PROBLEMS OF BASIS 


Although such a “dwarfed or stunted thing” ®* as a share of stock sub- 


ject to covenants binding the vendee to resell for a stated sum, may upon 
receipt be limited in value to the option price for income tax purposes, it 
does not follow that the vendee’s cost basis is so limited upon sale. 

In the Salvage case, discussed supra, the taxpayer in 1922 had been 
allowed by his corporate employer to purchase shares for an amount in 
cash less than one-tenth the then current market price of unrestricted 
shares plus a negative covenant binding him not to engage in any com- 
peting line of business. The fair market value of the shares on acquisition 
was held limited to the actual cash purchase price because of the existence 
of an option empowering the vendor to repurchase within specified dates 
at the price for which the vendee had purchased them. The Circuit ® and 
Supreme Courts ** both, however, held that when the covenants lapsed 
without being exercised, the vendee’s tax basis became the then full market 
value, the spread representing not simply a bargain purchase as the vendee 
had believed, but compensation earned through performance of his nega- 
tive covenant not to compete. In 1929 upon disposing of the shares, the 
vendee was given the benefit of this higher tax basis even though he had 
never reported the spread as income and the statute of limitations had run 
on his returns for the pertinent years. 

In accord is Behles v. Commissioner,” where the taxpayer in 1913 was 


65 Dobson v. Comm’r, 320 U.S. 489 (1943) was, of course, overridden by Pub. L. No. 
773, 80th Cong., 2d Sess. §26 which, effective as of Sept. 1, 1948, amended section 1141 (a) 
of the Internal Revenue Code to provide that appellate courts on reviewing decisions 
of the Tax Court, should do so “in the same manner and to the same extent as decisions 
of the district courts in civil actions tried without a jury.” With respect to “ultimate 
findings of fact” the Dobson ghost yet walks. Cf. United States v. Cumberland Public 
Service Co., 338 U.S. 451, 456 (1950). 

86 The phrase is that of Kenny, J. in Attorney General of Ireland v. Jameson, [1905] 
2 Ir.R. 218, which is quoted by the Master of the Rolls, Lord Hanworth, in Jn re Paulin, 
[1935] 1 K.B. 26, 47. 

67 76 F.2d 112 (2d Cir. 1935). The Board below had held that the employee had not 
received extra compensation through the performance of his negative covenant not to 
compete but had made a bargain purchase. Samuel A. Salvage, P-H B.T.A. Mem. Dec. 
134,123. Oddly enough, the Tax Court seems still to echo its original views. Cf. Robert 
Lehman, 17 T.C. 652 (1951) Acq. on this issue, 1952 Int. Rev. Buty. No. 4 at 1 (1952). 

68 297 U.S. 106 (1936). 

69 Even today section 3801 of the Code would afford the Government no relief on the 
Salvage case facts since no adjustment may be made “in respect of any taxable year 
beginning prior to Jan. 1, 1932.” I.R.C. §3801(f). 

7087 F.2d 228 (7th Cir. 1937). 
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allowed to purchase stock from his employer for $21,550 to be paid for 
out of dividends. After the taxpayer had ceased to be an employee, how- 
ever, the employer was empowered to repurchase the shares within 60 days 
at their then book value. In 1926 the taxpayer disposed of the shares for 
$233,750. In computing his gain on the transaction the taxpayer’s capital 
basis was not limited to $21,550 because the shares in 1913 were actuallv 
worth more, the difference being deemed part of the taxpayer’s compensa- 
tion. The existence of the repurchase covenant, although having a depress- 
ing effect on prices, did not limit fair market value to book value, because 
the taxpayer’s right to retain the shares while working for the company 
together with the concurrent right to collect dividends, the company’s high 
rate of earnings, and all the rest of a stockholder’s numerous rights must 
be taken into account in determining fair market value. 

It is not always easy to determine when a so-called bargain purchase 
represents a form of compensation to the recipient. One Tax Court case ™ 
in determining that the capital basis of certain stock was not to be confined 
to the option price paid held that : 


. option price is important but an additional important factor which 
must be considered is that the option ran to the men who were the heart of 
the business. It was a concession to them because it is apparent that if they 
had been unable to come to terms they would have resigned from the business. 


It may even be stated categorically, subject to the restricted stock option 
provisions of the Code, that where an option to purchase stock at bargain 
rates is given to an employee conditioned upon his continuance with the 
employer, the spread between fair market value and option price will be 
deemed to constitute compensation to him even though he does not report 
such spread as income and the employer makes no claim for a deduction 
therefor.”* It is not even necessary that the option should originate with 
the employer provided the condition of the option is the optionee’s con- 
tinuation with the company. It may go too far, however, to assume as the 
Treasury does ® that the mere existence of a spread in and of itself 


71 Margaret S. Bullock, P-H T.C. Mem. Dec. {[44,406. 

72 Ibid. 

73 Wanda V. Van Dusen, 8 T.C. 388, 392-393 (1947), aff'd, 166 F.2d 647 (9th Cir. 
1948). See also Comm'r v. Smith, 324 U.S. 177, 695 (1945) ; Reg. 111, Sec. 29.22(a)-1. 
For the new restricted stock option legislation, see I.R.C. §130A, as amended by Sec. 331 
of the Revenue Act of 1951; Alexander, Employee Stock Options and the 1950 Revenue 
Act, 6 Tax L. Rev. 165 (1951) ; Lyon, Employee Stock Options Under the Revenue Act 
of 1950, 51 Cor. L. Rev. 1 (1951). 

74 Wanda V. Van Dusen, 8 T.C. 388, 392-3 (1947), aff’d, 166 F.2d 647 (9th Cir. 1948). 
See also Estate of Monroe D. Anderson, 8 T.C. 706 (1947) Acq., 1947-2 Cum. Butt. 1. 

7 Reg. 111, Sec. 29.22(a)-1, as amended by T.D. 5507, Apr. 12, 1946. See also 
Comment, The Treasury's Proposal To Tax Employee’s Bargain Purchases: T.D. 5507, 
56 YALE L.J. 706 (1947). 
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indicates that compensation is being paid.” It is necessary to examine each 
case on all of its facts in making such a determination. 

It has been noted that a failure to report spread between cost and fair 
market value as income does not result as a matter of law ™ in denying a 
taxpayer the benefits of a stepped-up basis when the bargain purchase con- 
stituted part of his compensation. Such a failure may, however, deny him 
benefits of an increased basis as a matter of fact, due to his inability to 
prove what the fair market value of fully alienable shares would have been 
or the year in which they first became fully alienable. 

Thomas Watson’s contest with the Commissioner for the year 1945 
illustrates such a case.** In 1919 the taxpayer had received 120 shares of 
preferred stock in a local coal company as a part of his compensation for 
personal services. He returned their value at $75 per share in his income 
for that year. On the sale of 50 of those shares in 1938 a deductible loss 
of the difference was allowed. In 1920 he received 70 more shares as 
compensation from the company, subject to an agreement not to dispose of 
the stock until a certain law suit was settled. He did not include the value 
of these 70 shares in his income tax return for 1920 or any other year. 
On the sale of the 70 shares in 1938, all loss was denied him on the ground 
he had failed to show they had ever possessed value. His offer to waive 
the statute of limitations and pay the additional income tax for 1920 was 
unavailing. 


CURRENT APPLICATIONS OF ‘THE NON-RECOGNITION RULE IN 
EstTATE TAX CASES 


Upon the overthrow, for federal income tax purposes, of the courts’ 
earlier rejection of covenants restrictive of free alienability, effect soon 
came freely to be accorded such covenants in the estate tax field. One of 
the most significant estate tax cases, In re Fieux’s Estate ™ had already 
been decided at an early date in the state courts. There the deceased and 


76 James M. Lamond, P-H T.C. Mem. Dec. 46,023. 

77 The possible application of section 3801 to any given set of facts must not be over- 
looked however. 

78 Thomas Watson, P-H T.C. Mem. Dec. 45,334. Another Watsonian skirmish with 
the Commissioner is reported on the same day in P-H T.C. Mem. Dec. 145,330, some two 
years after that recorded on Sept. 30, 1943 in P-H T.C. Mem. Dec. 143,441, and five 
years after that promulgated Dec. 14, 1940 in P-H B.T.A. Mem. Dec. {[40,601 and P-H 
B.T.A. Mem. Dec. 741,011. In a later encounter with the taxing authorities the taxpayer, 
appearing as usual pro se, at last achieved the immortality of the officially reported deci- 
sions. Thomas Watson, 8 T.C. 569 (1947) Acq., 1947-2 Cum. Butt. 5. 

79 241 N.Y. 277, 149 N.E. 857 (1925). This decision was the authority relied on in the 
classic federal case of Wilson v. Bowers, 51 F.2d 261 (S.D.N.Y. 1931), aff’d, 57 F.2d 682 
(2d Cir. 1932) and in the earlier case of Davidson v. Rafferty, 34 F.2d 700 (E.D.N.Y. 
1929). 
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other stockholders had by mutual covenants bound themselves not to dis- 
pose of their respective holdings, and upon severance of connections with 
the corporation or upon death to sell to the survivors at the latters’ election 
for $100 per share. The value of the stock was held limited to the option 
price of $100 for New York estate tax purposes although its unrestricted 
fair market value was admittedly in excess of $200 per share. 

The contention that the full value of the shares should be included in 
the decedent’s estate because the restrictive covenant had been entered into 
in contemplation of death was rejected.*° 


... The bargain became binding and took effect at once on the date of its 
execution. It was irrevocable ; it obligated the signer to hold his stock, and not 
to sell or dispose of it. If he resigned from the corporation, he was compelled 
to sell his stock at par to the other parties to the contract, if they so elected. 
This agreement, therefore, was not one made in contemplation of Fieux’s death 
but in contemplation of his withdrawal from the corporation, either by resig- 
nation or death. Death was an incident of the contract, a means whereby Fieux 
would sever his connection from the corporation. It was the event of this 
withdrawal from the combined business activities of the parties that gave 
occasion for the exercise of the contractual right. The sale of the stock was 
as binding upon Sigismund L. Fieux in his lifetime as upon his estate after 
his death. Death, like the resignation, created no rights. It merely marked the 
time when previously created rights and obligations could be enforced. 


Where the option is not exercisable during the optionor’s lifetime but 
is conditioned solely upon his death, all effect is generally denied such a 
covenant for estate tax purposes.** So also, where the option price at the 
date of its creation does not represent a full and adequate consideration in 
money or money’s worth, the option price will be disregarded for estate 
tax purposes as a transfer conditioned to take effect at death, even though 
such option could in fact have been exercised during the decedent’s life- 
time.** Nor will a restrictive covenant prove conclusive as to value for 
estate tax purposes unless in addition to representing fair market value 
at the time of creation,®* the option exercisable during the optionor’s life 


80 241 N.Y. 277, 281-2, 149 N.E. 857, 858 (1925). 

81 Claire Giannini Hoffman, 2 T.C. 1160 (1943), aff’d on other points, 148 F.2d 285 
(9th Cir. 1945), cert. denied, 326 U.S. 730 (1945) ; Estate of James H. Matthews, 3 T.C. 
525 (1944). Accord, Matter of Cory, 177 App. Div. 871, 164 N.Y.Supp. 956 (1st Dep’t 
1917), aff'd without opinion, 221 N.Y. 612, 117 N.E. 1065 (1917) ; In re Dentz’s Estate, 
105 N.J.Eq. 671, 149 Atl. 257 (Prerog. Ct. 1930). But cf. Estate of Francis J. Moors, 
P-H B.T.A. Mem. Dec. 140,520, appeal (C) dismissed, 1st Cir. May 27, 1941; Davidson v. 
Rafferty, 34 F.2d 700 (E.D.N.Y. 1929). 

82 Estate of Edwin Royce Armstrong, P-H T.C. Mem. Dec. {[44,023, aff’d, 146 F.2d 457 
(7th Cir. 1944). 

88 Estate of Edwin Royce Armstrong, P-H T.C. Mem. Dec. 944,023, aff’d, 146 F.2d 457 
(7th Cir. 1944) ; Claire Giannini Hoffman, 2 T.C. 1160, 1179 (1943), aff'd on other points, 
148 F.2d 285 (9th Cir. 1945), cert. denied, 326 U.S. 730 (1945). This latter case holds 
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in the sole discretion of the optionee, covers property the transfer of which 
by the optionor was otherwise forbidden.** Where these conditions are 
fully met, the courts have held that the option price is conclusive for estate 
tax purposes.*° 


that where the optionee is the natural object of the optionor’s bounty “substantial proof” 
is required “to show that it rested upon full and adequate consideration.” Contrast this 
approach involving brother and sister with that of Wilson v. Bowers, 57 F.2d 682 (2d Cir. 
1932), where the optionee was the optionor’s nephew. For fact situations recently deemed 
sufficient to prove both arm’s-length dealing between close relatives and adequacy of 
consideration, see Estate of George Saxe MacDonald, P-H T.C. Mem. Dec. {51,326 
(grandfather—optionor and grandson—optionee) ; May v. McGowan, 97 F. Supp. 326 
(W.D.N.Y. 1950), aff'd per curiam, 2d Cir. Feb. 5, 1952, 4 P-H 72,283 (1952) (father- 
optionor and son-optionee). 

84For current purposes this final requirement is probable necessary. See especially 
Claire Giannini Hoffman, supra note 83. In Estate of John Q. Strange, P-H B.T.A. 
Mem. Dec. 742,247, it was held that a sale by either party during life was forbidden and 
an attempt by either to sell could have been enjoined by the other. The option does not, 
however, appear to have been exercisable at any time in the sole discretion of the optionee. 
Wilson v. Bowers, 57 F.2d 682 (2d Cir. 1932) and Lomb vy. Sugden, 82 F.2d 166 (2d Cir. 
1936), the two classic cases in this field, upheld the use of option price for estate tax 
valuation purposes even though the optionor was under a duty to offer to the optionees 
at the fixed price only if he wanted to sell. These cases continue to possess remarkable 
vitality. District Judge Burke’s position that “It would require far more temerity than I 
possess to hold with the Government’s contention that the Wilson and Lomb cases (both 
decisions of the Court of Appeals for the Second Circuit) are plainly outmoded. . . . 
May v. McGowan, 97 F. Supp. 326, 328 (W.D.N.Y. 1950) was affirmed per curiam 2d 
Cir. Feb. 5, 1952, 4 P-H {72,283 (1952), with an admonition to the Commissioner, who 
claimed the decisions created “a loophole for tax evasion,” to seek legislative redress 
“rather than by disregarding the cases* we have cited.” The Commissioner has even 
acquiesced (1952 Int. Rev. Butt. No. 1 at 1 (1952)) in Estate of Albert L. Salt, 17 
T.C. 92 (1951), which follows the Wilson-Lomb rule. 

85 Grell v. Kelly, 134 N.J.Eq. 593, 36 A.2d 874 (Prerog. Ct. 1944), aff'd on this point, 
In re Nicklas’ Estate, 132 N.J. L. 450, 41 A.2d 122 (Sup. Ct. 1945). Here, even though 
decedent and his wife had voting control of the corporation, which possessed an irrevocable 
option to buy at any time enforceable against decedent while alive and against his estate 
on his death, the option was held effective to limit value of stocks subject thereto for New 
Jersey estate tax purposes. These full requirements were met in Jn re Fieux’s Estate, 
241 N.Y. 277, 149 N.E. 857 (1925). In the past taxpayers have succeeded in federal 
estate tax valuation although some of the elements listed above were absent. Careful 
counsel should bear in mind Randolph Paul’s latest comments on this subject. “Since the 
original edition of this work the law dealing with the effect of restrictive agreements 
upon value has become less clear than it was in 1941. Unrest has developed, and the 
subject is in a state of flux which may by settled only by ‘the process of inclusion and 
exclusion,’ so often applied in developing a rule of law.” Paut, Feprrat Estate AND 
Girt Taxation 785 (1946 Supp.). Accord, DE Wi1np ANnp Linstone, FEDERAL Estate 
Tax 107 (Practising Law Institute, rev. ed. 1951). Montgomery’s violent aversion to 
the trend represented by the Matthews case and his insistence upon a return to 
Lomb v. Sugden is scarcely calculated to provide a reliable guide through the current 
“flux.” See MONTGOMERY, FEDERAL TAxres—Estates, Trusts AND Girts 645-46 
(1949-50). To insure the limitation to option price alone for estate tax purposes of the 
value of property subject to restrictions on free alienation, it is felt in light of current 
judicial trends that all the elements listed above should be present. This author does 
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The case law under which these rules have been laid down is both scat- 
tered and intricate. The tax savings that a true knowledge of them may 
afford, however, fully merits the study required. Perhaps the leading fed- 
eral case on this subject is Commissioner v. Bensel.** There the decedent 
had contracted to sell to his son common stock in a closely-held corpora- 
tion at $59.02 per share and bound his estate to sell for that sum after 
his death. The option was in fact not exercised until after the optionor’s 
death, but $59.02 was held to represent the fair market value of the shares 
for federal estate tax purposes. 

The option price had been fixed as a result of arm’s-length bargaining, 
father and son being personally at odds. Hence the transaction was held 
not to have been effected in contemplation of death. The option price when 
originally fixed represented full and adequate consideration in money or 
money’s worth and hence was neither a substitute for testamentary dis- 
position nor a tax avoidance device. Significantly enough, the Board of 
Tax Appeals laid it down that: “The adequacy of the consideration must 
be measured at the time the contract was entered into rather than at the 
time the option was exercised.” *” 

The question whether full and adequate consideration has been given 
must of course be determined from the facts in each case.** Generaliza- 
tions are of little help. The Treasury Department has indeed taken the 
position for federal income tax purposes that any spread between option 
price and fair market value constitutes compensation to an employee- 
optionee,*® except in the case of restricted stock options.*® The Treasury’s 
treatment of employees’ bargain purchases finds no support in the estate 
tax cases. 


not share the view that “the rule introduced by the Hoffman and Matthews cases seems, 
in principle, to be of doubtful soundness.” Ness, Federal Estate Tax Consequences of 
Agreements and Options to Purchase Stock on Death, 49 Cor. L. Rev. 796, 809 (1949). 

86100 F.2d 639 (3d Cir. 1938), affirming Edith M. Bensel, Executors, 36 B.T.A. 246 
(1937) Nonacq., 1937-2 Cum. Butt. 36 (estate tax). See also May v. McGowan, 97 
F. Supp. 326 (W.D.N.Y. 1950), aff'd per curiam on appeal (C), 2d Cir. Feb. 5, 1952, 
4 P-H {72,283 (1952) ; Estate of Albert L. Salt, 17 T.C. 92 (1951) Acq., 1952 Int. 
Rev. Buty. No. 1 at 1 (1952) ; Estate of George Saxe MacDonald, P-H. T.C. Mem. Dec. 
51,326. 

87 Edith M. Bensel, Executors, 36 B.T.A. 246, 253 (1937) Nonacq., 1937-2 Cum. Butt. 
36, aff'd, 100 F.2d 639 (3d Cir. 1938). Accord, Estate of John Q. Strange, P-H B.T.A. 
Mem. Dec. {[42,247. Cf. also Estate of Henry J. Mollenberg, P-H T.C. Mem. Dec. {[47,332, 
aff'd, 173 F.2d 698 (2d Cir. 1949). 

88 Ness, Federal Estate Tax Consequences of Agreements and Options to Purchase 
Stock on Death, 49 Cor. L. Rev. 796, 816 (1949). See also May v. McGowan, 97 F. Supp. 
326 (W.D.N.Y. 1950), aff'd per curiam, 2d Cir. Feb. 5, 1952, 4 P-H {72,283 (1952) ; 
Estate of George Saxe MacDonald, P-H T.C. Mem. Dec. {[51,326. 

89 Reg. 111, Sec. 29.22(a)-1, as amended by T.D. 5507, Apr. 12, 1946. See note 75 
supra. : 

90 Compare proposed Reg. 111, Sec. 29.130A, published in the Fep. Rec., Oct. 18, 1951, 
5 CCH 6224 (1951). 
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In Estate of Edwin Royce Armstrong ™ the decedent on setting up an 
inter vivos trust for his wife, consisting of shares of stock in a closely-held 
corporation, had simultaneously given his general manager, a valued 
employee, an option to purchase those same shares from the trust for a 
stated sum within five years after the donor’s death. Although this option 
was duly exercised by the optionee on the grantor’s death, the full fair 
market value of the shares and not the option price actually received was 
included in the decedent’s estate. The Court’s theory in thus taxing the 
decedent’s estate with the full value of the shares was that the option had 
not been given for a full and adequate consideration in money or money’s 
worth. Unlike the Bensel case, there was no evidence that the general 
manager was dissatisfied with his position or was threatening to leave in 
the event that more compensation was not forthcoming.” 

As has been shown, the granting of an option to make a bargain pur- 
chase does not in and of itself create a presumption that extra compensa- 
tion is intended. The granting of such an option to the natural object of 
the optionor’s bounty serves rather to create the presumption that a gift 
was intended and “requires substantial proof to show that it rested upon 
full and adequate consideration.” * 

The leading case on this latter point is that of Claire Giannini Hoffman,” 
a well-considered opinion meriting closest attention. There Virgil, mem- 
ber of a wealthy California banking family, had some years before his 
death given his brother Lawrence an option, exercisable on the optionor’s 
death, to purchase for $44,929.91 an interest in a brokerage house worth 
$150,057.26. On Virgil’s death Lawrence found himself legally unable 
to become interested in a brokerage house due to his position as a national 
bank head. The optionee thereupon assigned this option to his sister Claire 
for the nominal sum of $10. 

On these facts the Tax Court held that the interest was includible in 
Virgil’s estate at its full fair market value because, being exercisable only 
at the optionor’s death and not having been given for a full and adequate 
consideration in money or money’s worth, it was intended to take effect 
in enjoyment or possession only upon the optionor’s death. It was also 
noted that nothing in the option prevented Virgil from disposing of his 
interest in the brokerage house during his lifetime, a factor also present 
in the Krauss ® case and which, it will be remembered, serves to dis- 


%1 P-H T.C. Mem. Dec. 944,023, aff’d, 146 F.2d 457 (7th Cir. 1944). 

92 Accord, Mollenberg’s Estate v. Comm’r, 173 F.2d 698 (2d Cir. 1949). 

%3 Claire Giannini Hoffman, 2 T.C. 1160 (1943), aff'd on other points, 148 F.2d 285 
(9th Cir. 1945), cert. denied, 326 U.S. 730 (1945). 

94 Tbid. 

95 Krauss v. United States, 51 F. Supp. 388 (E.D. La. 1943), aff'd, 140 F.2d 510 (5th Cir. 
1944) (gift tax). See discussion in text infra. 
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tinguish the Ficus °° and Grell *® cases. The possibility of valid bargain 
purchases was specifically affirmed, the Court stating that “We are of the 
opinion that . . . [while] a bona fide contract, based upon adequate con- 
sideration, to sell property for less than its value may fix the value of 
property for the purposes of the estate tax, a mere gratuitous promise to 
permit some favored individual, particularly the natural object of the 
bounty of the promissor, to purchase it at a grossly inadequate price can 
have no such effect.” °° The full value of the option in Claire’s hands was 
also, of course, subject to gift tax payable by Lawrence. In consequence, 
deficiencies in estate tax were assessed against the estate of Virgil and a 
gift tax deficiency against Lawrence. 


CURRENT APPLICATION OF THE NON-RECOGNITION RULE IN 
Girt Tax CASES 


For the fair market value of property subject to a restrictive covenant 
to be limited to the option price for gift tax purposes, it is necessary that 
the option be unconditionally exercisable in the sole discretion of the op- 
tionee from the time the covenant is made. Where the covenant is not so 
operative, its existence—though not to be disregarded completely—merely 
constitutes one of the many factors which go to make up fair market value. 

The rule is well illustrated in Krauss v. United States.°° There stock in 
a family corporation was given by the taxpayer to relatives, such stock 
being subject to a restrictive agreement providing that sale to an outsider 
could be made only upon the failure of the existing stockholders to buy 
within 60 days at 60 per cent of book value. 

The District Court, harking back to the Silver Age, held the restrictive 
covenant “did not restrict the Government in the exercise of its undoubted 
right to levy and collect gift taxes upon the actual value of the donated 
stock, as of the date of the gift.” *°? The Circuit Court in affirming, con- 
tented itself with noting that “. . . the provision relied on here imposes 
no compulsion to sell, grants no absolute option to buy, but only a condi- 
tional one, the condition being that if a stockholder wants to sell, he must 


96241 N.Y. 277, 149 N.E. 857 (1925). 

97 134 N.J.Eq. 593, 36 A.2d 874 (Prerog. Ct. 1944), aff’d sub nom. In re Nicklas’ Estate, 
132 N.J. L. 450, 41 A.2d 122 (Sup. Ct. 1945). 

98 Claire Giannini Hoffman, 2 T.C. 1160, 1179 (1943), aff’d on other issues, 148 F.2d 
285 (9th Cir. 1945), cert. denied, 326 U.S. 730 (1945). The only sure avoidance of the 
Hoffman result appears to lie in convincing proof of the adequacy of the option price. 
Cf. May v. McGowan, 97 F. Supp. 326 (W.D.N.Y. 1950), aff'd per curiam, 2d Cir. Feb. 5, 
1952, 4 P-H 72,283 (1952) ; Estate of George Saxe MacDonald, P-H T.C. Mem. Dec. 
151,326; Comm’r v. Bensel, 100 F.2d 639 (3d Cir. 1938), affirming 36 B.T.A. 246 (1937) 
Nonacq., 1937-2 Cum. Butt. 36. 

9951 F. Supp. 388 (E.D. La. 1943), aff’d, 140 F.2d 510 (Sth Cir. 1944). 

100 Jd. at 393. 
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give to the other stockholders a right for sixty days to pay at a fixed price, 
[but] the United States insists that a restrictive provision of this kind, 
while a factor in arriving at the value, is not its sole determinant. We 
Whi. & 

Even where the ownership of shares is restricted to employees, where 
transfer may be had only with company consent and a covenant fixing 
repurchase price is enforceable against the holder of such shares and his 
estate, the shares are neither lacking in value nor limited in value to the 
option price for gift tax purposes.*”* In determining the fair market value 
of the shares, consideration must be given to the donor’s position in 
the company, the likelihood of the company’s agreeing to the transfer in 
question, and to all other pertinent factors.*” 

One of the best general statements is contained in the Halsted James 
case.*** There petitioner made a gift of stock in a family corporation. The 
stock was subject to a restrictive agreement under the terms of which an 
owner wishing to sell was required first to give the other stockholders a 
90-day option to purchase at $200 per share. Although the stockholders’ 
individual estates were bound as well as the stockholders themselves, each 
retained the right to transfer his stock by gift or otherwise to persons 
already stockholders. Despite a showing that considerable arm’s-length 
bargaining had preceded the fixing of these terms, the Tax Court held that 
the fair market value of the shares was not limited to $200 for gift tax 
purposes.*”* 


It has been the consistent view of this Court in cases where the stockholder 
is under no obligation to sell by reason of his contract, but has simply agreed 


101 140 F.2d 510, 511 (Sth Cir. 1944). 

102 Spitzer v. Comm’r, 153 F.2d 967 (8th Cir. 1946) ; Clarence P. Chamberlin, P-H T.C. 
Mem. Dec. 43,347, Comm’r v. McCann, 146 F.2d 385 (2d Cir. 1944), reversing Harri- 
son K. McCann, 2 T.C. 702 (1943) ; Charles T. Kline, 44 B.T.A. 1052 (1951), aff’d, 130 
F.2d 742 (3d Cir. 1942), cert. denied, 317 U.S. 697 (1943). The rule of course is not 
limited to situations where the owner of stock subject to option is an employee. Raymond J. 
Moore, 3 T.C. 1205 (1944); Halsted James, 3 T.C. 1260 (1944), aff'd, 148 F.2d 236 
(2d Cir. 1945); Edwin Singer, P-H B.T.A. Mem. Dec. 44,020; Lloyd D. McDonald, 
P-H T.C. Mem. Dec. 44,096. The rule for income taxes is the same. R. E. Baker, 37 
B.T.A. 1135 (1938), aff’d, 115 F.2d 987 (6th Cir. 1940) ; La Motte T. Cohu, 8 T.C. 7% 
(1947) Acq., 1947-2 Cum. Butt. 2. So also for federal estate tax purposes: Estate of 
Ambrose Fry, 9 T.C. 503, 508 (1947) Acq., 1948-2 Cum. Buty. 2. “The owners of the 
stock had placed a restriction upon its sale, providing that it could not be sold to out- 
siders until it had been offered at book value to other stockholders in a stated order. 
The restriction upon the sale of the stock must be considered as well as the possibility of 
the removal of that restriction.” (emphasis added) 

108 Charles T. Kline, 44 B.T.A. 1052 (1941), aff’d, 130 F.2d 742 (3d Cir. 1942), cert. 
denied, 317 U.S. 697 (1943) ; Comm’r v. McCann, 146 F.2d 385 (2d Cir. 1944), reversing 
2 T.C. 702 (1943). See also La Motte T. Cohu, 8 T.C. 796 (1947) (income tax). 

104 3 T.C. 1260 (1944), aff’d, 148 F.2d 236 (2d Cir. 1945). 

105 3 T.C. 1260 at 1264. 
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to offer his stock to others on certain stated terms if he should desire to sell, that 
such an agreement does not have the effect of limiting the value upon which 
the Government may compute its tax to the amount at which the stock is to be 
offered if the owner decides to sell... . 


CONCLUSION 


As has been shown, the existence of a restriction upon the free alienation 
of property is almost invariably a factor having a depressing effect upon 
valuation for all tax purposes. The precise extent to which any given 
covenant will depress property values turns upon the nature of the covenant 
and the probable holding purpose of a hypothetical purchaser. In practical 
reality covenants merely requiring an owner to offer the first refusal of 
his property to a given person or class of persons at a fixed or determinable 
price are not afforded serious weight by the trial courts, whose findings 
as to value are almost conclusive. Dividend rate, earning capacity, book 
value, future prospects, age, and efficiency of top management are the 
factors accorded the greatest weight. 

In the income tax case of Helen S. Delone it was stated that : *°° 


. . . The rationale of the cases seems to be the existence, or lack of it, of a 
presently exercisable right in another to compel the property holder to sell at 
a fixed value. Where a stockholder has merely agreed to offer stock on certain 
terms if he should desire to sell, such an agreement does not restrict the value 
for tax purposes to the agreement price. . . . Likewise, an option to buy 
shares of stock at book value some time in the future does not limit the value 
for gift tax purposes to book value at the time of the gift. . . . Where, how- 
ever, on the date as of which value is to be determined, there is a binding, irrev- 
ocable option, specifically enforceable, which leaves the stockholder no chance 
to refrain from selling at the stipulated price, the market value of stock so 
encumbered is the option price. . . 


For federal estate tax purposes, several further conditions must be pres- 
ent in addition to those required for income and gift tax purposes.**’ The 
exercise of the option must not be conditioned solely upon the optionor’s 
death. Although it is not essential that the option be exercisable in the 
sole discretion of the optionee at all times during the optionor’s life, it is 
probably requisite that the possibility exist that the option should become 
so exercisable. The sale or other alienation of the property by the optionor 


106 6 T.C. 1188 at 1192-93 (1946). 

107 Paul points up this difference in the following language: “. . . a distinction should 
be noted between valuation for estate tax purposes and valuation for gift tax purposes. 
In the latter type of valuation one is simply obtaining the value of property at the date 
of the gift. There is no question, as there may be in connection with estate valuation, 
whether an optional arrangement is in effect a transfer by the decedent ‘intended to take 
effect in possession or enjoyment at or after death’ within the meaning of section 811(c) of 
the Code.” Pau, FepERAL Estate AND Girt TAXATION 789 (1946 Supp.). 











460 TAX LAW REVIEW 


during his life after the creation of the option must be prohibited *°* except 
for transfers which will be subject to the full effect of the option in the 
hands of the transferee. 

As a final requirement, it is necessary that the option price at the date 
of creation should represent the then fair market value of the property to 
which the covenant is to attach. The option price may represent a bargain 
purchase if the difference between the option price and the then fair market 
value is to constitute compensation to the optionee. Or the option price 
may perhaps be less than the then fair market value if the spread is returned 
in that year by the optionor as a gift made by him. Failure to conform 
strictly to the foregoing requirements will in all likelihood result in the 
inclusion in the optionor’s estate of the entire fair market value of the 
property subject to the restrictive covenant as of the valuation date for 
that property. 

108 See In re Fieux’s Estate, 241 N.Y. 277, 149 N.E. 857 (1925). For a highly intelli- 
gent and discriminating discussion of this problem, see 1 PottsHer, Estate PLANNING AND 
Estate Tax Savine 310-316 (2d ed. 1948) ; Gutkin, How Restrictive Stock Purchase 


Agreements Will Aid Estate Planning, THe Estate Tax Hanppoox 413-444 (Lasser 
ed. 1951). 











The Family Partnership: 
Here We Go Again 


ROBERT K. LIFTON 


I. section 340 of the Revenue Act of 1951* Congress has offered its 
solution to the family partnership muddle. A partner is recognized for tax 
purposes though his interest was established by gift. And provision is 
made for reallocating partnership income to compensate the donor for 
personal services rendered the business. This latest attempt naturally 
invites speculation as to the wisdom of its over-all approach. Will it succeed 
in eliminating the litigious jockeying between taxpayer and Commissioner 
that has hitherto characterized this field? 


THE FAMILY PARTNERSHIP DEVICE 


The family partnership is another of the many devices employed by high 
bracket taxpayers to climb down the surtax ladder.” Its principle is rela- 
tively simple. Income to a partnership is taxable to the individual partners 
according to their distributable shares under the partnership agreement.* 
To split his income the wealthy breadwinner gives partnership interests 
in his business to family members. The income, once entirely taxable to 
him, is now divided between him and the members of his family in lower 
tax brackets. The breadwinner has thus removed the crest of his income 
from the onslaught of high surtax rates and at the same time dropped 
his remaining income to a lower bracket.* Nor has he actually lost any- 
thing. The funds thus shifted to relatives are probably used for activities 
he otherwise would have financed directly. While the husband-wife joint 


Rosert K. Lirton (B.B.A., College of the City of New York; LL. B., Yale University) 
is a member of the New York Bar, formerly Note Editor of the YALE Law JournNaAt, and 
member of the Order of the Coif. 

1 Pub. L. No. 183, 82d Cong., Ist Sess. (Oct. 20, 1951). 

2For a hasty glimpse of these devices, see Note, 59 Yate L.J. 1529 n.1 (1950). An 
extensive study may be found in Soll, Intra-Family Assignments: Attribution and Realiza- 
tion of Income, 6 Tax L. Rev. 435 (1951), and 7 Tax L. Rev. 61 (1951) ; Ryan, Federal 
Tax Treatment of the Family, 32 Marg. L. Rev. 244 (1949). 

8T.R.C. §§181, 182. 

4A clear illustration of these savings is found in Packel, The Next Inning of Family 
Partnerships, 100 U. or Pa. L. Rev. 153 (1951). As demonstrated there, a bread winner 
with $150,000 business income may save approximately $35,000 in taxes if he can divide 
his income with two minor daughters. . 
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return provisions of the 1948 Revenue Act ° remove some of the impetus 
to income splitting, there are still large savings to be made by allocating 
income among children and other close relatives. 


THE IssuE 


The obvious questions presented by the establishment of any family 
partnership are: under what conditions will the new partner be recognized 
for tax purposes, and to what extent. The answer to these questions is 
necessarily related to the treatment of other income-splitting techniques. In 
the landmark case of Lucas v. Earl,’ the Supreme Court announced that in- 
come derived from personal services is taxable to the person who earned 
it. Assignment of income already earned or to be earned in the future can- 
not shift the tax from its producer. Where, however, the income is pro- 
duced by property rather than by services, and a gift of that property is 
made, the income is taxable to the donee. This is the rule of Blair v. Com- 
missioner." Among the decisions circumscribing the Blair doctrine are two 
important Supreme Court opinions. In Helvering v. Horst* the owner 
of negotiable bonds had transferred the unmatured coupons to his son, 
who collected them at maturity the same year. Nevertheless, the interest 
was taxed to the donor. The Court pointed out that income was realized 
by the assignor “because he, who owns or controls the source of the 
income, also controls the disposition of that which he could have received 
himself and diverts the payment from himself to others as the means of 
procuring the satisfaction of his wants.” °® Helvering v. Clifford *® taxed 
the settlor of a trust on the trust income because the Court was convinced 
by the short duration of the trust, the fact that settlor’s wife was benefici- 
ary, and the settlor’s power to invest the trust’s funds and vote its stock, 
that the trust did not effect any substantial change in his economic position. 
“We cannot conclude as a matter of law,” said the Court, “that respondent 
ceased to be the owner of the corpus after the trust was created.” Thus, 
the Clifford-Horst approach warns that the incidence of taxation on income 
cannot be shifted if the donor retains the property producing that income 
or significant attributes of ownership in the property. 


5T.R.C. §51(b), Revenue Act of 1948, Secs. 301 et seq., 62 Stat. 110, specifically al- 
lows income splitting between husband and wife beginning with the year 1948. 

6 281 U.S. 11 (1930). See also Burnet v. Leininger, 285 U.S. 136 (1932). 

7300 U.S. 5 (1937). The donor assigned to his daughter his life interest in trust 
income. Holding this to be a gift of “equitable” property for tax purposes, the Court 
denied the tax on the donor. 

8 311 U.S. 112 (1940). 

9 Id. at 116. See also Harrison v. Schaffner, 312 U.S. 579 (1941). 

10 309 U.S. 331 (1940). 

11 Sections 166 and 167 of the Code provide for taxing the settlor on income to revocable 
trusts, or to trusts where the income may be used for his benefit. These provisions were 
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These Supreme Court decisions offer a choice of analogies for the treat- 
ment of the family partnership. The history of family partnership is a 
woeful tale of inability to make a satisfactory choice. 


Tue History oF FAMILY PARTNERSHIP 


Judicial response to the family partnership is divisible into three periods : 
before 1946 and the Tower decision; *? from 1946 to 1949, the date of 
the Culbertson decision; ** and from 1949 to the passage of the 1951 Act. 

The Pre-Tower Period. During the period from 1942, when the family 
partnership mushroomed into importance,* to 1946, the lower courts 
generally hugged the analogies offered by the treatment of other income- 
splitting devices. However, there were wide differences in specific appli- 
cations. It was agreed that a partnership could be recognized for tax 
purposes despite the close economic relation between family members. And 
there seemed little doubt that the existence of a partnership for tax pur- 
poses was to be determined under federal rather than state law.** But 
apart from this narrow area of agreement, there was little unanimity in 
the courts. 

Generally, when the breadwinner made a gift of a partnership interest 
to a family member, the initial question was whether the partnership in- 
come was produced mainly by the personal efforts of the donor. If the 
income was a product of his services, the partnership interest was dis- 
regarded, and the income was taxed to the donor under the banner of Lucas 
v. Earl.** Where the donor’s services were not the major source of the 
income, the courts moved on to the next question: Was the gift of the 
partnership interest so complete that the income produced by it should be 
taxed to the donee; or had the donor reserved so many of the incidents of 
ownership that he should properly be taxed under the Clifford-Horst pro- 


inapplicable in the Clifford case, so the Court taxed the income under the aegis of 
section 22(a). To provide more definite criteria for taxability in trust cases, the Treasury 
Department has published the Clifford regulations. Reg. 111, Sec. 29.22(a)-21 (1945). 
See Eisenstein, The Clifford Regulations and the Heavenly City of Legislative Intention, 
2 Tax L. Rev. 327 (1947). 

12 Comm’r v. Tower, 327 U.S. 280 (1946). 

18 Comm’r v. Culbertson, 337 U.S. 733 (1949). 

14 The higher taxes during the war period, and especially the high corporate excess 
profits taxes, fed this movement. 

15 The Code itself defines partnership in section 3797(a)(2) and so impliedly rejects 
state law definitions. It makes little difference that the partnership is recognized by state 
law, ¢.g., Doll v. Comm’r, 149 F.2d 239 (8th Cir. 1945), or that the state refuses recogni- 
tion. Felix Zukaitis, 3 T.C. 814 (1944). See Mannheimer and Mook, A Taxwise Evalua- 
tion of Family Partnerships, 32 Iowa L. Rev. 436, 459 (1947). 

16 See, e.g., Schroder v. Comm’r, 134 F.2d 346 (5th Cir. 1943) ;-Tinkoff v. Comm’r, 
120 F.2d 564 (7th Cir. 1941). Cf. Earp v. Jones, 131 F.2d 292 (10th Cir. 1942). 
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nouncements? The tests of “completeness” differed with the court and 
judge applying it.” To some judges the family partnership was suspect, 
and reservation of any control—if only power to manage the partnership— 
threw the balance against recognition.** At the opposite pole were judges 
willing to uphold the partnership despite extensive contrels on income or 
corpus reserved by the donor, as long as the external accouterments of the 
gift were in order.*® And, of course, between these extremes lay many 
shades of views.” 

Once the partnership was recognized, income was taxed as distributable 
under the partnership agreement. No reallocation of income was made 
even if the agreement failed properly to compensate the donor for his serv- 
ices to the business. 

The Reign of Tower. In 1946 the family partnership finally reached 
the Supreme Court in Commissioner v. Tower* and Lusthaus v. Com- 
missioner.”* In both cases the wife’s interest in the partnership was derived 
by gift from her husband. Mr. Tower gave his wife shares in a wholly- 
owned corporation three days before he transformed it into a partnership. 
After the transformation she turned in the assets represented by the shares 
for a partnership interest. Mr. Lusthaus gave his wife part of the money 
with which to buy her share on the day the partnership was formed. In the 
Lusthaus case the wife rendered some services to the partnership but took 
no part in the management of the business. In Tower the wife was a 
limited partner, contributing neither services nor management. In both 
cases the Tax Court concluded that the grantors had not made complete 
gifts, that after forming the partnership they had as much control of the 
business as before, and that consequently there was no real partnership.” 
Though Lusthaus was affirmed on appeal,** Tower was reversed by the 
Sixth Circuit Court of Appeals.” 

The Supreme Court saw the question before it as “whether the partners 
really and truly intended to join together for the purpose of carrying on 
business and sharing in the profits or losses or both.” ** It agreed with 


17 See Polisher, Family Partnership under Federal Income Taxation, 23 Taxes 815, 
816 (1945). Note the variety of opinions in Camiel Thorrez, 5 T.C. 60 (1945). 

18 See, e.g., Francis E. Tower, 3 T.C. 396 (1944) ; A. L. Lusthaus, 3 T.C. 540 (1944) ; 
O. William Lowry, 3 T.C. 730 (1944); Frank J. Lorenz, 3 T.C. 746 (1944), aff'd, 148 
F.2d 527 (6th Cir. 1945). 

19 See, ¢.g., Robert P. Scherer, 3 T.C. 776 (1944) ; J. D. Johnston, 3 T.C. 799 (1944) ; 
Armstrong v. Comm’r, 143 F.2d 700 (10th Cir. 1944). 

20 See, e.g., Mead v. Comm’r, 131 F.2d 323 (Sth Cir. 1943). 

21 327 U.S. 280 (1946). 

22 327 U.S. 293 (1946). 

28 Francis E. Tower, 3 T.C. 396 (1944) ; A. L. Lusthaus, 3 T.C. 540 (1944). 

24 Lusthaus v. Comm’r, 149 F.2d 232 (3d Cir. 1945). 

25 Tower v. Comm’r, 148 F.2d 388 (6th Cir. 1945). 

26 Comm’r v. Tower, 327 U.S. 280, 287 (1946). 
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the Tax Court that they did not. And it therefore found it unnecessary to 
decide the narrower issue whether the gift was incomplete because “con- 
ditional.”” However, the Court instructed that a wife and a husband may 
become partners for tax purposes “If she either invests capital originating 
with her, or substantially contributes to the control and management of 
the business, or otherwise performs vital additional services. . . .” 
Though the Court did not mention the possibility, apparently if the partner- 
ship income was earned by the personal services of the husband, contribu- 
tion by the wife of original capital without more would not change the 
incidence of taxation. 

In the lower courts the aftermath of the Tower decision was a shift in 
emphasis which brought no joy to the taxpayer.** The cases turned no 
longer on whether or not the gift was complete, but on the presence or 
absence of one of the Tower criteria.” And some courts were only satisfied 
if there was a contribution of original capital. The new quest became one 
for a definition of original capital. Generally, capital was held to have 
originated with the new partner where it was earned by her, given to her 
by third persons, or even where it was given to her by her husband long 
before the partnership was contemplated.” Still undecided, however, was 
whether the expectations of future capital satisfied the requirement. Plagu- 
ing questions were also raised by the other criteria. When were services 
vital: were past services or the expectation of future services sufficient? 
What was a substantial contribution to the management of a business ? And 
how important was satisfaction of this criterion only? ** 

The Culbertson Chapter. In Commissioner v. Culbertson * the Supreme 
Court undertook to put an end to some of the misconceptions spawned by 
the Tower opinion. The taxpayer had formed a partnership in the cattle- 
raising business with his four sons. The sons’ capital interest was paid 


27 Td. at 290. 

28 Some of the figures are contained in Sizer, Federal Income Tax Treatment of 
Family Partnerships Since the Tower and Lusthaus Cases (1947) Wis. L. Rev. 293. See 
also Mannheimer and Mook, supra note 15, at 451 et seq. 

29 See, e.g., Moore v. Comm’r, 170 F.2d 191 (4th Cir. 1948); Ralph C. Hitchcock, 12 
T.C. 22 (1949) ; T. Edward Ritter, 11 T.C. 234 (1948) ; John P. Denison, 11 T.C. 686 
(1948). When “vital services” were relied on as the basis of recognition of the partner- 
ship interest, some courts spoke in terms of business purpose. See Haskell, Capital Con- 
tributions and “Business Purpose” in Family Partnerships, 33 Minn. L. Rev. 714, 736 
(1949). 

80 See Mannheimer and Mook, supra note 15, at 452. 

31 Cf, Lawton v. Comm’r, 164 F.2d 380 (6th Cir. 1948) ; Kent v. Comm’r, 170 F.2d 131 
(6th Cir. 1948). 

82 337 U.S. 733 (1949). The case is extensively discussed in Note, Taxation of Family 
Partnerships, 50 Cor. L. Rev. 68 (1950) ; Comment, 17 U. or Cur. L. Rev. 503 (1950) ; 
Bruton, Family Partnership and the Income Tax—The Culbertson Chapter, 98 U. oF Pa. 
L. Rev. 143 (1949). 
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for, in part, by a gift to them from the taxpayer, and in part out of the 
earnings of the business. One son had done considerable work in the 
business but during the tax years in question was in the military service. 
Another son had done no work and during the years in question was also 
with the armed forces. Two younger sons attended school during the 
winter and worked in the business during the summer. 

Finding neither original capital nor vital services, the Tax Court deter- 
mined that the partnership was not valid for tax purposes.** The Court 
of Appeals reversed. Since the partnership was formed “with the full 
expectation and purpose that the boys would, in the future, contribute their 
time and services to [it],” it made no difference that they contributed no 
capital or services during the tax year.** The Supreme Court was thus 
asked to straighten out one of the new kinks in family partnership treat- 
ment, i.e., whether intention to contribute future capital or services was 
sufficient to validate a family partnership. The Court held that it was not. 
“The intent to provide money, goods, labor, or skill some time in the future 
cannot meet the demands of sections 11 and 22(a) of the Code that he 
who presently earns the income through his own labor and skill and the 
utilization of his own capital be taxed therefore.” * But this setback did 
not defeat the taxpayer’s case. In an unexpected about-face, the Court 
corrected what it considered misconceptions engendered by the Tower 
opinion. The three criteria of the Tower opinion were not decisive, it said. 
The essential question was whether *° 

. considering all the facts—the agreement, the conduct of the parties in 
execution of its provisions, their statements, the testimony of disinterested 
persons, the relationship of the parties, their respective abilities and capital 
contributions, the actual control of the income and the purposes for which it is 
used, and any other facts throwing light on their true intent—the parties in 
good faith and acting with a business purpose intended to join together in the 
present conduct of the enterprise. 

Unquestionably a court’s determination that the services contributed by a 
partner are not ‘vital’ and that he has not participated in ‘management and con- 
trol of the business’ or contributed ‘original capital’ has the effect of placing a 
heavy burden on the taxpayer to show the bona fide intent of the parties to join 
together as partners. But such a determination is not conclusive. . . 


In a direct swipe at the requirement of original capital as an essential 
to tax recognition of the family partnership, the Court remarked, “If the 
donee of property who then invests it in the family partnership exercises 
dominion and control over that property—and through that control in- 
fluences the conduct of the partnership and the disposition of its income— 


336 TCM 692 (1947). 

34 168 F.2d 979, 982 (Sth Cir. 1948) ; Note, 47 Micu. L. Rev. 595 (1949). 

35 Comm’r v. Culbertson, 337 U.S. 733, 740 (1949). Cf. Culbertson v. Comm’r, 194 F.2d 
581 (5th Cir. 1952). 

36 Jd. at 742, 744. 
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he may well be a true partner.” *” The case was therefore remanded to the 
Tax Court for a determination of the intent of the parties as to which of 
the children, if any, was a partner in the business. 

Culbertson, like Tower, dealt with a non-personal service business. But 
though it drew no distinction between personal service businesses and those 
where capital was significant, neither did it close the way for the lower 
courts to reject a claim of intent to form a partnership when the donor 
made a gift of capital in a personal service business. 

The Culbertson opinion left uncertainty in its train.** Post-Culbertson 
decisions fall into three general categories. Some few courts disjunctively 
applied the Tower criteria, but rationalized their decisions in terms of 
intent.*® Most courts, however, felt that Culbertson meant more than a 
change in language. Some probed for a subjective intent, returning to the 
pre-Tower rules and the completeness of gift tests.*° Others added to the 
pre-Tower standards the requirement of a business purpose, which they 
found satisfied, generally, when the new partners were needed to permit 
extension of partnership credit." Courts pursuing either of these last two 
approaches embraced different criteria for determining whether a gift of 
partnership interest was complete. Thus the Second Circuit Court of 
Appeals demanded some control commensurate with the new partner’s 
interest.*” Other courts were satisfied if the new partner could withdraw 
his interest at will.** 


Tue REVENUE Act oF 1951 


In order “to harmonize the rules governing interests in the so-called 
family partnership with those generally applicable to other forms of prop- 
erty or business,” ** Congress enacted section 340 of the Revenue Act of 
1951. This section adds two amendments to the Code. Section 3797 of 
the Code, which contains a definition of partnership, is amended to include 
the following : 


A person shall be recognized as a partner for income tax purposes if he owns 
a capital interest in a partnership in which capital is a material income-produc- 


37 Jd. at 747. 

38 For a box score of post-Culbertson decisions, see Packel, supra note 4, at 155. 

39 See, e.g., W. F. Harmon, 13 T.C. 373 (1949) and its analysis in Bruton, supra note 
32, at 158-59. 

40 See Note, supra note 32, at 73-77; Comment, 17 U. or Cut. L. Rev. 503, 507-508 
(1950). 

41 See, e.g., O. H. Delchamps, 13 T.C. 281 (1949) ; Greenberger v. Comm’r, 177 F.2d 
990 (7th Cir. 1949). Absence of a tax avoidance motive was also stressed in the Green- 
berger case. 

#2 Morrison vy. Comm’r, 177 F.2d 351 (2d Cir. 1949). 

43 F.9., McPhillips v. United States, 85 F. Supp. 922 (S.D. Ala. 1949); Edward A. 
Theurkauf, 13 T.C. 529 (1949). . 

44H.R. Rep. No. 586, 82d Cong., Ist Sess. 34 (1951). 
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ing factor, whether or not such interest was derived by purchase or gift from 
any other person. 


And a new section—191—added to the operative partnership provisions, 
states : 


In the case of any partnership interest created by gift, the distributive share 
of the donee under the partnership agreement shall be includible in his gross 
income, except to the extent that such share is determined without allowance of 
reasonable compensation for services rendered to the partnership by the donor, 
and except to the extent that the portion of such share attributable to donated 
capital is proportionately greater than the share of the donor attributable to the 
donor’s capital. The distributive share of a partner in the earnings of the part- 
nership shall not be diminished because of absence due to military service. For 
the purpose of this section, an interest purchased by one member of a family 
from another shall be considered to be created by gift from the seller, and the 
fair market value of the purchased interest shall be considered to be donated 
capital. The ‘family’ of any individual shall include only his spouse, ancestors, 
and lineal descendants, and any trust for the primary benefit of such per- 
sons . . . . The determination as to whether a person shall be recognized as a 
partner for income tax purposes for any taxable year beginning before January 
1, 1951, shall be made as if this section had not been enacted and without in- 
ferences drawn from the fact that this section is not expressly made applicable 
with respect to taxable years beginning before January 11,1951... . 


WHEN WILL AN INTEREST BE RECOGNIZED 


Capital as a Material Income-Producing Factor. The statute recognizes 
as a partner the owner of a capital interest in a business only if capital is 
a material income-producing factor in that business. This provision ap- 
plies to non-family businesses as well as to family enterprises. It is homage 
to the Lucas v. Earl doctrine that income must be taxed to the person who 
earns it, and to the Blair directive that a gift of income-producing property 
shifts the tax incidence on the income produced by that property. The 
requirement that capital be a material income producer is an attempt to 
exclude from the auspices of the section gifts in businesses where the in- 
come is earned solely by the donor. Whether it will succeed in doing more 
than breed litigation is doubtful. 

To attempt a scientifically precise application of the provision is to chase 
the wind. It requires, first, a determination of the income earned by capi- 
tal; second, a comparison of that income with total partnership income; 
and finally, a decision as to the materiality of that income. However, it is 
impossible exactly to attribute to capital the amount of income it earned. 
At best, an approximation can be made by compensating capital for its 
rental by what is currently deemed a fair return. And to base a decision as 
to whether income is earned by personal services on a comparison of a 
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fair return on capital with the total income “° is economically indefensible. 
For the total income is the result not only of capital and services but of a 
congeries of other factors.** Finally, even assuming the validity of such a 
comparison, the statute offers no standards for measuring materiality. 
Nor do alternative methods of applying the provision promise more 
validity. In other areas of tax law requiring ascertainment of whether 
capital is material, such as the earned income credit ** and personal service 
corporation provisions,** the courts sometimes have attempted to classify 
enterprises as personal service or non-personal service businesses.*® And 
the same approach was adopted generally by the pre-Tower family partner- 
ship decisions.*° But this divides with a mallet what calls for a scalpel’s 
precision. A travelling salesman who employs no capital would be properly 
pigeon-holed in the personal service category, and could be distinguished 
easily from the proprietor of a steel plant. Such a test, however, might 
prove inadequate in more complex situations. Thus, difficulty might arise 
where someone puts up the funds for a dentist’s equipment in return for 
a partnership interest in his practice. Dentistry is generally conceded to be 
a profession. Should this preclude recognition of the investor’s interest 
despite his contribution of essential capital? °* The same issue is presented 
when vital capital is contributed by a relative or outsider to an accounting 
or engineering firm, perhaps to pay the first year’s salaries of employees. 
Yet at least one Court of Appeals has suggested that such a contribution 
warrants recognition of the partnership interest.°* And moving a step 
farther, a distinction based on the essential nature of the business might 
unfairly invalidate a gift of partnership interest in an accounting or other 


45 Cf. M. M. Argo, 3 T.C. 1120 (1944). 

46 F.g., good-will, trademarks, economic change. See p. 474 infra. 

47 See I.R.C. §25(a) (4), Reg. 111, Sec. 29.25-2 (1941), repealed by Sec. 107 of the 
Revenue Act of 1943. A similar provision is contained in I.R.C. §116(a) (3), Reg. 111, 
Sec. 29.116-1. Both sections provide a 20% ceiling on the amount of profits of a trade 
or business which can be considered earned income if the trade or business is one 
in which “both personal services and capital are material income-producing factors.” 
The regulations provide: “No general rule can be prescribed defining the trades or 
businesses in which personal services and capital are material income-producing factors, 
but this question must be determined with respect to the facts of the individual cases.” 

48 See Revenue Act of 1921, Secs. 200(5), 218(d), 42 Strat. 228, 245 (1921). The 
Act defined a personal service corporation which was exempted from taxation as a 
corporation whose income was to be ascribed primarily to activities of the principal 
owners or stockholders who are themselves engaged in active conduct of affairs of cor- 
poration and in which capital is not a material income-producing factor. 

49 See, e.g., Fred C. Sanborn, 19 B.T.A. 495 (1930); Shipley School v. McCaughn, 
34 F.2d 281 (3d Cir. 1929). 

50 See Judge Mellott’s concurring opinion in Camiel Thorrez, 5 T.C. 60, 69 (1945). 

51 [bid. 

52 Humphreys v. Comm’r, 88 F.2d 430 (2d Cir. 1937). 
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professional concern which employs a staff to perform its functions. 
These concerns are generally denominated personal service businesses. 
Actually, though, their income is not earned entirely by the donor’s services. 
It is a product of the combined services of the donor and his employees, 
as well as of other factors, such as good-will and economic conditions. A 
capital interest which would share in income after the donor and his 
employees were fairly compensated for their services deserves recognition. 

The difficulty in applying the statutory distinction stems from the fact 
that it is aimed at the wrong target. As the last example illustrates, dis- 
tinction should not be drawn between the kinds of partnership interest 
which will be recognized, but between the kinds of income which will be 
taxed to the donee. All partnership interests should be recognized. But 
income should be taxed to the donee only after the donor is compensated 
for the fair market value of his services. And while in the case of the pro- 
fessions the fair market value of services may generally be equivalent to 
total income, in the few complex situations presented above it may not be. 

The allocation provision has been placed in the Act to make this very 
distinction between the kinds of income taxable to the donee. Thus the 
definitional section’s concern with materiality of capital is superfluous. 
Where purchase of the partnership interest for capital is an arm’s-length 
transaction, capital must have been material. Were it otherwise, the 
seller would not have relinquished a partnership interest in his earnings. 
And where transfer of the partnership interest takes place within the family 
circle, the allocation provision, by requiring reasonable compensation to 
the donor for his services, more effectively insures taxation of the income 
to its producer. In those instances where the allocation provision fails in 
its function, the answer, of course, is to vitalize it, not to compound 
confusion with impotence. 

What the reaction of today’s courts will be to the attempted distinction 
between enterprises where capital is material and those where it is imma- 
terial is difficult to predict. The courts might follow the trails blazed by 
interpretations of the analogous provisions and by the pre-T ower decisions 
and differentiate between personal service and non-personal service busi- 
nesses. But even in interpreting the earned income credit and personal 
service corporation provisions, some courts have clearly implied that capital 
may be a material income-producing factor despite its employment in what 
is essentially a personal service business.** Pursuing this approach, mod- 


58 Cf. Percy A. Yalden, 20 B.T.A. 372 (1930) Acq., X-I Cum. Butt. 72; Fred C. San- 
born, 19 B.T.A. 495 (1930). 

54 See, e.g., Atlanta-Southern Dental College v. Comm’r, 50 F.2d 34 (5th Cir. 1931); 
Isadore Garnets, 26 B.T.A. 384 (1932). The earned income credit provision also makes 
this assumption. See note 47 supra. 
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ern courts would not have to give more than a cursory nod in the direction 
of the 1951 Act’s requirement that capital be material. This would seem 
a desirable result. 

Validity of Gift or Purchase. By recognizing a partnership interest 
created by gift or purchase, the Act offers a new backdrop to a familiar 
issue: is the gift or purchase valid? Although no language in the section 
proper calls for such a determination, the Committee reports expressly 
suggest that “the Commissioner and the courts . . . inquire in any case 
whether the donee or purchaser actually owns the interest in the partner- 
ship which the transferor purports to have given or sold him.” * And even 
without this legislative gloss, the courts could hardly be expected to re- 
strain themselves from searching the circumstances of the transfer to 
decide whether it was a sham, or whether the grantor retained so many of 
the incidents of ownership that under the Clifford-Horst doctrine he should 
be recognized as owner of the interest. 

The large number of permutations of circumstances which may make 
a gift or purchase suspect forbids any attempt at comprehensive categori- 
zation.** However, the usual controls may be examined in the light of 
past decisions to determine how close they approach to a danger zone.” 

Where the donee of capital receives the right to withdraw his capital at 
will and managerial powers commensurate with his interest, the gift will 
be deemed complete. But if the donee’s right to withdraw his capital or 
sell his partnership interest is limited or denied, the courts will probably 
disregard the gift, even if the donee has some managerial powers.** The 
typical situation, however, will be one where the donee has a right to 
withdraw his interest but the donor retains managerial control over the 
business, including the power to direct the distribution of income or its 
reinvestment in the business. 

How this will be viewed by the courts is an open question. The Commit- 
tee’s report on the 1951 Act warns that “not every restriction upon the 
complete and unfettered control by the donee of the property donated will 
be indicative of sham in the transaction. Contractual restrictions may be 
of the character incident to the normal relationships among partners. Sub- 
stantial powers may be retained by the transferor as a managing partner or 
in any other fiduciary capacity which, when considered in the light of all 


55 H.R. Rep. No. 586, 82d Cong., Ist Sess. 35 (1951). 

56 See Haskell, supra note 29, at 723-737. 

57 Cognizance should be taken of the false shadows that may be cast by these decisions. 
Unable to fall back on an allocation provision, the courts may have resorted to a harsh 
construction of “complete” to strike down obviously unfair allocations of income under 
the partnership agreement. 

58 Cf. Francis E. Tower, 3 T.C. 396 (1944) ; O. William Lowry; 3 T.C. 730 (1944) ; 
Carl P. Munter, 5 T.C. 39 (1945). 
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the circumstances, will not indicate any lack of true ownership in the 
transferee.” * Certainly, the limited partnership is not an unknown rela- 
tion between partners,” and so perhaps the Committee’s report has resolved 
the issue. However, the Committee’s report is a gloss on the statute that 
the courts may well scrape off before applying it. Moreover, the Committee 
itself pointed out that “transactions between persons in a close family 
group . . . afford much opportunity for deception and should be subject 
to close scrutiny.” * Perhaps the light of that circumstance will reveal 
“lack of true ownership in the transferee.” 

Judicial precedent on the subject is hopelessly conflicting.® In Eisenberg 
v. Commissioner, a partnership interest was placed in trust with provision 
that no income was to be paid to the trustee unless agreed upon by the 
settlors as partners.“* The Third Circuit Court of Appeals held the gift 
invalid for tax purposes. Similarly, in analogous cases dealing with gifts 
of corporate stock in trust, some courts have implied that retention of 
voting control of the stock and the concomitant power to direct the ebb 
and flow of income may lead to a determination that the gift is incom- 
plete.” In Kohnstamm v. Pedrick,® however, Judge Learned Hand, speak- 
ing for the Second Circuit Court of Appeals, held a gift of stock complete 
despite the donor’s retention of both the right to vote it and the right to 
replace it with stock of equivalent value. 

With the courts thus deadlocked, a donor would be well advised to take 
no unnecessary chances. Where feasible, the partnership agreement should 
vest managerial powers in the donee commensurate with his interest. Sig- 
nificant partnership decisions should be made after consultation with the 


59 H.R. Rep. No. 586, 82d Cong., Ist Sess. 33 (1951). 

60 See Packel, supra note 4, at n. 9. 

61 H.R. Rep. No. 586, 82d Cong., Ist Sess. 33 (1951). 

62 Compare cases cited in Polisher, supra note 17, at 818 with Armstrong v. Comm’r, 
143 F.2d 700 (10th Cir. 1944) ; Grayson v. Deal, 85 F. Supp. 431 (N.D. Ala. 1949) ; Mor- 
rison v. Comm’r, 177 F.2d 351 (2d Cir. i949). 

63 161 F.2d 506 (3d Cir. 1947), cert. denied, 332 U.S. 767 (1947). 

64 See also Hash v. Comm’r, 152 F.2d 722 (4th Cir. 1945), cert. denied, 328 U.S. 838 
(1946) ; Whayne v. Glenn, 59 F. Supp. 517 (W. D. Ky. 1945). Compare Thomas v. 
Feldman, 158 F.2d 488 (5th Cir. 1946). 

65 Edison v. Comm’r, 148 F.2d 810 (2d Cir. 1945), cert. denied, 326 U.S. 721 (1945) ; 
Sewell v. Comm’r, 151 F.2d 765 (5th Cir. 1945), cert. denied, 327 U.S. 783 (1945); 
Joseph Cohen, 2 TCM 602 (1943). Compare Anderson v. Comm’r, 164 F.2d 870 (7th 
Cir. 1947), cert. denied, 334 U.S. 819 (1948). See discussion in Haskell, supra note 29, 
at 723 et seq., which points out that although the stock trust cases may serve as prece- 
dent in the partnership area, one factual difference should be borne in mind. When the 
settlor retains control over stock he has it for the life of the beneficiary. The donee’s 
interest in a partnership, however, is always subject to withdrawal and so is controlled 
by the donor only at the will of the donee. 

66 153 F.2d 506 (2d Cir. 1945). 











19 


do 
th 


ca: 
all 
co! 








1952] THE FAMILY PARTNERSHIP: HERE WE GO AGAIN 473 


donee, and perhaps, even regularly scheduled business meetings at which 
the donee is present would be wise. 


REALLOCATION OF DoNEE INCOME 


The only significant innovation introduced by the 1951 Act is the provi- 
sion for reallocating donee income among the partners. The concept itself 
is not a new one. It traces its beginnings to allocation attempts by the Tax 
Court and the Treasury and to a previous bill before Congress. 

The principle had its birth in the German cases. There, although the 
Tax Court refused to find a partnership for the taxable year, it conceded 
that the taxpayer and his wife were engaged in a joint venture and made 
an allocation of earnings for tax purposes. In 1945 the Tax Court em- 
phatically rejected the Commissioner’s request that allocation be made 
despite recognition of the partnership.** But the Court itself soon resur- 
rected the principle in the Canfield case * and applied it again in Woolsey,” 
Jennings," and Hartz.” Three of these decisions suffered reversal on 
appeal. The Culbertson opinion expressly left the issue open,”* and on the 
day it was handed down the Supreme Court denied certiorari in the Hartz 
case.* During this period the Bureau issued I.T. 3845,” providing for 
allocation in family partnership cases, and the 1948 Revenue Bill also 
contained an allocation section.” 

To What Interest Is It Applicable. “In the case of any partnership in- 
terest created by gift” the section applies. And for its purposes, an interest 
purchased by one member of a family from another is considered a gift 
from the seller. In this respect, then, the allocation provision is narrower 
than the definitional section, since it does not apply to a purchase between 
individuals who are not members of the same family. And though realloca- 
tion even among the latter would be consonant with Lucas v. Earl, it would 
certainly yield more difficulties than revenue. Contrariwise, the definition 
of “family” in the allocation provision might have been effectively expanded 
to include purchases from minor brothers and sisters. 


872 T.C. 474 (1943). See Robinson, The Allocation Theory in Family Partnership Cases, 
25 Taxes 963 (1947). 

68 William J. Hirsch, 4 TCM 4 (1945). 

69 Claire L. Canfield, 7 T.C. 135 (1946), reconsidered, 7 T.C. 944 (1946), rev’d, Canfield 
v. Comm’r, 168 F.2d 907 (6th Cir. 1948). 

70 W. B. Woolsey, 5 TCM 1038 (1946), rev'd, 168 F.2d 330 (6th Cir. 1948). 

™1 David L. Jennings, 10 T.C. 505 (1948). 

72L. B. Hartz, 6 TCM 465 (1947), rev'd, 170 F.2d 313 (8th Cir. 1948). 

78 Comm’r v. Culbertson, 337 U.S. 733, 748 (1949). 

74 337 U.S. 959 (1949). 

7 1.T. 3845, 1947-1 Cum. Butt. 66. 

76 H.R. 6712, 80th Cong., 2d Sess. Sec. 142(a) (1948). See discussion of this bill in 
Note, Taxation of Family Partnerships, supra note 32, at 71-72. 
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Liberal construction of the terms “gift” and “purchase” by the courts 
will probably insure adequate coverage of the transactions envisaged by 
Congress. Thus, “gift’’ will include contractual creation of a partnership 
interest ; and “purchase’”’ may cover loans, gifts of money later turned in 
for a partnership interest, and stock in a corporation, the assets represented 
by which are turned in for a partnership interest. 

Allocation Technique. The allocation technique of the Canfield case, also 
embodied in the Bureau’s I.T. and the 1948 Revenue Bill, fortunately has 
not been adopted by the 1951 Act. An explanation of its defects, however, 
may help to enhance appreciation of what is a proper allocation method and 
offer a basis for evaluating the most recent attempt. Initially, the former 
technique required an allocation of profits between income attributable to 
personal services and income attributable to capital. The amount of profits 
attributable to personal services was then apportioned between the parties 
on the basis of the value of services rendered by each, and the amount of 
profits attributable to capital was apportioned between the parties on the 
basis of the capital and credit risked by each. The disadvantage of this 
approach lies in the difficulty of allocating profits between capital and serv- 
ices. Attempts to delineate the percentage of profits earned by services are 
frustrated by the lack of external standards on which to base the compu- 
tation.’ For this is a different analysis from that of fixing a fair market 
value for the services as is done in the case of corporate salaries. On the 
other hand, to grant capital a fair return and apportion the residue of 
income to services, as was pointed’ out before, has no basis in economic 
reality.” 

A workable approach must accept the premise that profit is the residue 
of income after the capital and services employed in the business—whether 
the owner’s or another’s—are compensated. Profit might then be viewed 
as compensation to the owners of the enterprise not for capital or services 
but for bearing risks. Thus, a theoretically justifiable allocation tech- 


77 For an extensive discussion of this point, see Robinson, supra note 63. See note 76 
supra. 

78 See p. 469 supra. Robinson demonstrates that either (a) starting with an allocation 
to services or (b) granting capital a fair return and attributing the remainder of income 
to services, leads to unexpected results. Though the services performed are constant, 
their value fluctuates from “astronomical figures to a minus quantity.” 

79 This statement is, of course, greatly oversimplified. Any attempt to define profits 
is bound to meet with disagreement. A major question among economists has long been 
whether funds employed in the business should be used in calculating the rate of profit 
or kept entirely separate. A workable theory, for allocation purposes at least, would 
consider income a remuneration of services of employees contracted for at a definite rate, 
capital invested in the business for a rent payment, and something more. The something 
more is a service which can be rendered only by the owner of an enterprise and cannot 
be paid for in the form of wage or salary. Since managerial services can be hired 
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nique would treat managerial services like any other services—as a cost 
of doing business—and express its value in money, not as a percentage 
of profits. After subtracting the value of services and a fair return to 
capital the remaining income would be divided among the partners in 
accordance with the manner in which losses are borne under the partnership 
agreement. 

The new allocation provision partially adopts this theoretically proper 
allocation technique. It declares that “the distributive share of the donee 
shall be includible in his gross income, except to the extent that such share 
is determined without allowance of reasonable compensation for services 
rendered to the partnership by the donor. . . .”” It thus requires the Com- 
missioner to determine the fair value of the donor’s services rather than 
the percentage of profits they earned. This computation is quite within 
the realm of the Commissioner’s abilities, although he might run up against 
a former determination fixing a low compensation for the donor if the 
partnership business was at one time conducted in a corporate form. How- 
ever, because of the statute’s failure to consider also the value of the donee’s 
services, donors may sometimes find themselves in a peculiar position. Both 
the donor and donee may contribute services to the partnership. Yet in a 
particular year, because of economic conditions, the partnership may not 
earn sufficient income to compensate them both fully for their services. 
Despite payment of part of the income to the donee for his services, the 
donor seems taxable on the full value of his services to the partnership.” 

While the allocation provision deviates from the theoretically proper 
technique by ignoring risk of loss, this does not seem to preclude a fair 
apportionment of income. The theoretical technique requires that after 
compensation of services, a fair rental be attributed to capital and the 
remainder of the income be divided among the partners in proportion to 
their assumption of the risks of loss. The 1951 Act provides, in effect, that 


on a salary basis and capital can be rented for interest, some economists have deemed 
profit the income left after satisfying the compensable functions and a compensation 
for the service of “risk bearing.” Since even risk has been covered by insurance, they 
have drawn profit more finely as compensation for bearing uninsurable risks. For purposes 
of allocation this nicety is unnecessary. 

To attempt description of what causes profit would lead too far astray. It may be the 
result of economic change leading to fluctuations which cannot be insured against. It 
may be that productive services and borrowed capital are not being paid their full 
theoretical value. An accurate statement is impossible by the very nature of the con- 
cept. A satisfactory working definition is a necessary compromise. See Knight, Profit, 12 
Encyc. Soc. Scr. 480 (1937). 

80 Under Reg. 111 Sec. 29.183-1 payments made to the donee for his services are in- 
cludible in his distributive share. But the new Act provides that the donee’s distributive 
share is includible in his gross income except to the extent that the share is determined 
without allowance of reasonable compensation to the donor. Compare with the view ex- 
pressed here, Packel, supra note 4, at 161. i 
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after valuing the donor’s services, the Commissioner divide the residue 
income among the partners in proportion to their capital accounts. This 
is a shorthand method of compensating capital with interest and dividing 
income according to risk of loss, for, generally, the partners will share 
losses in proportion to their capital accounts. In some instances, though, 
the partnership agreement may provide a different proportion for sharing 
losses. Thus, the limited partner only bears losses to the extent of his in- 
vestment. But although in these situations the allocation provision will not 
produce a technically precise result, changing it in this respect seems un- 
necessary. Opinions differ widely on what in any particular case is a fair 
return on investment. Use of the theoretical method may lead to litigation. 
The fact that the limited partner does not bear so great a risk of loss as 
the donor is not significant enough to warrant the administrative incon- 
venience of computing an additional tax on the donor, since the donor is 
not able to make any surtax saving by the mere device of limiting the 
donee’s risk of loss. 

The statute is unfortunate, however, in failing specifically to tax to the 
donor income not includible in the donee’s distributive share because it is 
fair compensation for the donor’s services, or a proportionately greater 
share of income attributable to the donee’s capital than to the donor’s. 
Since that income is neither included in the donee’s distributive share nor 
taxed to the donor, under the statutory scheme it reverts to the status of 
partnership income and is divided for tax purposes among all the partners 
except the donee. In fact, this result seems envisaged by the Committee 
report, which states that after allowance is made for services, “the balance 
of the income will be allocated according to the amount of capital which 
the several partners have invested.” ** This will lead to no difficulty if the 
donor and the donee are the only partners. But where there are other part- 
ners, the purpose of the allocation provision is partially defeated. The 
donor, not taxed on the full value of his services, is able to split his income 
as he did before the statute. And his unhappy partners will be burdened 
with a tax on income which they have never received. The only sensible 
solution, of course, is that, having ascertained the fair value of the donor’s 
services and the proportionate return on his capital, the courts tax that 
amount to the donor under the Lucas v. Earl and Clifford-Horst doctrines. 

Promising even greater difficulty is the statute’s use of the term “donor.” 
The “donor” is one who makes a gift of a partnership interest, on one who 
sells it to a family member. Narrowly construed, this term offers a loop- 
hole for enterprising taxpayers. A father may give a partnership interest 
to his wife, who in turn transfers it to their son. The son is the donee, but 





81 H.R. Rep. No. 586, 82d Cong., Ist Sess. 34 (1951). 
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since the mother is the donor, the father’s services may not be compensated. 
Similarly, the father may sell his interest to a non-family member and give 
his son the funds to repurchase it. Or he may give his son the funds to 
buy out an existing partner. And to complicate matters more, he may lend 
his son the necessary funds. Strictly viewed, these situations do not involve 
purchase of a partnership interest by one member of the family from 
another, and the allocation provision is inapplicable. Only ingenious judi- 
cial telescoping of these transactions to bring their realities into sharp focus 
can save the allocation provision from oblivion. 

A bit of advice which may save prospective donors from tripping over 
the allocation provision is that they provide in the partnership agreement 
for a reasonable salary to themselves. This move may help to oppose the 
Commissioner’s claim that the donor’s compensation is insufficient. In any 
event, a salary history should be accorded weight by a court in determining 
the reasonableness of the compensation. 


Tuer Non-CApiItaAL INTEREST IN THE FAMILY PARTNERSHIP 


The new Act’s explicit treatment of the gift or purchase of a capital 
interest raises questions as to the fate of non-capital interests. A non- 
capital interest, that is, a right to share not in existing business assets but 
in future profits, may be granted or sold in a business whether or not capi- 
tal is a material income-producing factor in the specific enterprise. Although 
the definitional section specifically recognizes only capital interests in part- 
nerships where capital is a material income-producing factor, there is no 
reason to believe that Congress meant to exclude recognition of the other 
partnership interests. Before the passage of the Act such interests were 
recognized when they were conveyed in return for vital services to the 
partnership. Under similar circumstances they will probably be recognized 
in the future. 

Assuming that non-capital interests are recognized by the courts, does 
the allocation provision apply to them? In its language the allocation pro- 
vision is broader than the definitional section. For, while the definitional 
section employs the term “capital interest,” the allocation section pertains 
to “any partnership interest,” and may well embrace the non-capital in- 
terest. However, since recognition of the non-capital interest will be 
granted only when the interest is conveyed in return for vital services, 
application of the allocation section will depend on whether such a con- 
veyance is deemed a “purchase”’ of an interest. If it is, then when trans- 
acted between family members, the conveyance will be considered a “gift,” 
and the allocation provision will apply. 

Even if the allocation provision applies to non-capital interests, however, 
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it will probably have no effect in the one situation that calls for allocation. 
Thus, where a father conveys to his son a non-capital interest in a partner- 
ship where capital is material, the partnership agreement may dedicate a 
larger share of profits to the son than his services are actually worth. At 
the same time it may provide a reasonable salary to the father. What can 
the Commissioner do? He cannot argue that the donee’s compensation has 
been fixed without allowance of reasonable compensation for the donor’s 
services. Can he claim that the portion of the donee’s share attributable to 
donated capital is proportionately greater than the share of the donor at- 
tributable to the donor’s capital? At first blush this seems a tenable argu- 
ment. The donor has been compensated for his services. Any amount 
above the fair value of the donee’s services must be a product of capital 
or return for risk of loss. Since the donee has no capital account, it follows 
that by receiving more than the value of his services, he must be receiving 
a proportionately greater share for his capital than the donor is receiving 
for his. 

The statute’s language, however, seems to defeat this contention. It 
provides that the fair market value of the purchased interest shall be con- 
sidered to be donated capital. The son’s donated capital is therefore equal 
to the present value of his right to receive the proportion of the partnership 
profits accorded him by the partnership agreement. In receiving those prof- 
its, he is necessarily receiving no more than a fair return on his “donated 
capital” because of the very nature of the method used to compute the 
“donated capital.’”” And thus, propoitionately, he is receiving no greater 
share on his donated capital than that received by the donor. 


THE DOoNEE IN MILITARY SERVICE 


“The distributive share of a partner,” the section declares, “shall not be 
diminished because of absence due to military service.”” Undoubtedly, this 
section is not intended to sanction the establishment of a large distributive 
share for a donee in military service, on the ground that despite the fact 
that he has never performed services for the partnership, that is the share 
he would have earned had the armed forces not beckoned. Use of the 
term “diminished” suggests that there must have been a previous share. 
The section is thus a legislative expression of the idea contained in a 
Culbertson footnote. “[OQ]ne who has been a bona fide partner does not 
lose that status when he is called into military or government service . 
[and] . . . one hardly becomes a partner in the conventional sense merely 
because he might have done so had he not been called.” ** 

However, what the expression does mean in the context of allocation 


82 Comm’r v. Culbertson, 337 U.S. 733, 739 n. 6 (1949). 
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is not obvious. The distributive share of a partner is to be diminished 
under the Act only when his capital is earning proportionately more than 
the donor’s, or when the donor is not fairly compensated for his services. 
Since entrance into military service would not affect the capital account, 
the provision construed consistently with the rest of the section can only 
mean this: Where, because the donee has entered military service, the 
donor is performing more services for the partnership, the distributive 
share of the donee will not be reduced by the value of those added services. 

An almost unbelievable result may flow from the indiscriminate phras- 
ing of this provision, 1.e., where the donee’s share is reduced pursuant to 
the partnership agreement because he is temporarily inactive in the business, 
his distributive share for tax purposes may not be reduced. The donee 
may thus be taxed on income he has never received.** 


EFFECTIVE DATE 


“The amendments made by this section shall be applicable with respect 
to taxable years beginning after December 31, 1950,” says the Act, and 
immediately raises the question whether partnerships will be recognized 
and income allocated for tax years before 1951. This provision of the 
statute throws pre-1951 partnership returns into the Culbertson den for 
determination whether the partnership shall be recognized. The predomi- 
nant rule after Culbertson was that the partnership will be recognized if 
a complete gift of partnership interest is made. So, on this score the treat- 
ment of taxable years before 1951 will not differ substantially from the 
statutory treatment. Will allocation be made? The Tax Court has attempted 
to allocate income in four instances and has been promptly reversed on 
appeal in three of them. However, except for the Hartz case, the reversal 
was grounded on the incorrectness of the allocation rather than on the 
allocation principle itself. Perhaps the courts will attempt to work out an 
intelligent allocation technique for pre-1951 returns. 

Apparently, the allocation provision does apply to partnerships formed 
before December 31, 1950 for taxable years beginning after that date. 
This result may place some donors in an unenviable position. The early 
partnership agreement may have omitted fixing a salary for the donor’s 
services and a recusant donee may refuse to change the profit-sharing 
arrangement. The donor may find himself taxed on income which he does 


83 This particular provision might even bring calamity to non-family partners. The 
provision reads, “The distributive share of a partner,” and does not specify a family 
partner nor contain limiting language like the words “for purposes of this section,” 
contained in the very next sentence. One factor mitigating against its general application 
may be the heading of the whole allocation section in the Act, viz., Family Partnership. 
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not receive.** An interesting argument might be made by a taxpayer in 
this position who established his partnership by selling his son an interest 
in return for funds loaned or donated to his son or for stock given to the 
son. “The allocation provision applies,” he may claim, “only in case of 
gift, and my son’s partnership interest was established by purchase.” Of 
course, “purchase” among family members is now defined as a gift. But 
the definition applies only to purchase after 1950. The Commissioner 
might reply: first, that the previous transaction was realistically a gift; 
second, that the statute makes any purchase among family members a gift 
after 1950, no matter when the purchase actually took place. And the 
Commissioner’s argument would make good sense. 


TAX LAW REVIEW 


CONCLUSION 


As section 340 now stands, it is shot through with loopholes, litigation- 
breeders, and snares for the unwary. Although this may be a result of 
the complexity of its approach to family partnership, more likely it is due 
to an unimaginative, careless drawing of the statute. The answer to the 
family partnership problem may well lie in recognizing—as the statute 
does—a gift of a partnership interest and properly allocating the partner- 
ship income. Certainly, this is the only answer that can be harmonized with 
other income-splitting devices. On the other hand, Congress might do 
better to stop fumbling with the Gordian knot of family partnership and 
sever it altogether. This might be effected by the broad stroke of a pro- 
vision taxing aggregate family inconie to the breadwinner.* 

As a less drastic solution, it appears that codification of more detailed 
criteria of the type suggested by Tower, with provision for reallocation of 
income, would insure recognition of legitimate partnerships and obviate 
inquiry into the completeness of a gift. Whatever course is finally pur- 
sued, it must be a carefully reasoned one. The success of the United States 
revenue system rests heavily on taxpayer cooperation. An off-hand statute 
like the 1951 Act can only engender recalcitrance. 


84 Packel, supra note 4, at 164 hopefully concludes, at least, that where the partnership 
agreement contains provision for salary which was reasonable when established, alloca- 
tion will not be made. The statute itself holds out little hope for that interpretation. And 
conformity to Lucas v. Earl calls for allocation. 

85 See Note, 59 Yate L.J. 1529, 1535 n. 32. 











Some Tax Aspects Of A Corporate 
Liquidation 
PAUL L. BLAWIE 


, essential result of a liquidation, whether prolonged or rapid, is to 
effect a distribution to shareholders of the assets of the corporation. Where 
the corporation has accumulated in its surplus substantial earnings or 
profits,’ its shareholders are concerned with the question whether a distribu- 
tion to them in liquidation will be taxable as a dividend, or whether they 
will have the benefit of capital gains rates. When a corporation ceases 
operations, promptly winds up its affairs, and within a short time distrib- 
utes all of its assets to its stockholders, the Internal Revenue Code explicitly 
provides that the recipients of the liquidating dividends may treat them as 
proceeds of a sale or exchange of their stock.” There may, however, be 
corporations whose affairs cannot be wound up in the rather short time 
specifically designated by the regulations,* because some operations must 
be carried on during lengthy winding-up proceedings. Some examples of 
such protracted liquidations may be readily envisioned: a corporation that 
is exploiting a wasting asset,* a corporation in an industry faced with 
obsolescence from external factors, or a corporation faced with gradual 
extinction due to technological changes within the industry itself. In this 
type of situation liquidating payments may be made over an extended time 
as the corporation’s contraction periodically releases funds for distribution. 
Here tax consequences to the distributees are uncertain and raise problems.* 


Paut L. BLawie is a member of the Connecticut Bar and partner in Cohen & Schine, 
Bridgeport, Connecticut. 

1 LR.C. §§115(a), 115(b). 

2LR.C. §115(c). 

3 Reg. 111, Sec. 29.115-9. 

*It has been suggested that a wasting-asset corporation is by its very nature liquidat- 
ing from its inception; hence, to allow capital gains tax treatment for its distributions 
would be a perversion of the liquidation dividend provisions of the Code. An answer to 
this may be that any man-made institution in a sense is wearing out or exhausting from 
its very creation; further even a wasting-asset corporation may wish to wind up its 
affairs and liquidate prior to the complete exploitation of the wasting asset. To the extent 
that the corporation attempts to claim that every single distribution is made in liquidation, 
the above criticism has force, but to deny categorically the tax solace of section 115(c) 
to the shareholders of a liquidating wasting-asset corporation would appear to be unsound 
as an arbitrary generalization. 

5 This is another aspect of the perennial problem of avoidance of surtax on accumulated 
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The purpose of this paper is to examine some of these tax uncertainties to 
the shareholders ° and to suggest a possible solution that may minimize the 
uncertainties. 


THE STATUTORY FRAMEWORK 


Section 115 of the Internal Revenue Code contains the relevant provi- 
sions on corporate liquidations. Section 115(a) and section 115(b) pro- 
vide that all accumulated earnings and profits distributed by a corporation 
are taxable to the distributees as ordinary income, and that all distributions 
are deemed to be made from and to the extent that earnings or profits 
exist. 

Section 115(c) embodies an exception to this general principle to the 
effect that amounts received by a shareholder in complete liquidation of a 
corporation are to be treated as having been received in full payment in 
exchange for such shares of stock, while amounts received in partial liqui- 
dation of the corporation are to be treated as full or partial payment for 
such stock. Prior to the adoption of section 147 of the Revenue Act of 
1942, section 115(c) further provided that gain recognized on amounts 
distributed other than in complete liquidation should be treated as short- 
term capital gains. Complete liquidation was in turn defined as including 
any one of a series of corporate distributions made in complete cancellation 
or redemption of all of its stock in accordance with a bona fide plan of 
liquidation under which the transfer was to be completed within a time 
specified in the Code. Under the previous legislation, the time from the 
close of the taxable year during which the first of a series of distributions 
under the plan was made must not exceed three years, where the first dis- 
tribution was made in a taxable year commencing subsequent to December 
31, 1937, or two years if prior thereto. The present section 115(c), how- 
ever, contains no mention of a specific time within which the liquidation 
must be completed. 

The favorable tax treatment accorded to liquidation dividends under 
section 115(c) has always been qualified by section 115(g), which states 
that if the distributions made in cancellation or redemption are essentially 
equivalent to a taxable dividend, they shall be treated as ordinary income. 

Summarizing then, we see that section 115(c) operates as an exception 


corporate earnings, a problem that is perhaps one of the most troublesome in tax law. 
Here the danger is that earnings and profits during these liquidating years may be 
distributed and result in favorable capital gains tax treatment to the recipients. 

6 As this inquiry is directed to the tax consequences of the corporate shareholders upon 
liquidation, the corporation’s taxability will not be fully developed. Upon acquisition 
of its stock by a corporation followed by retirement of those shares, if the transaction 
partakes of the nature of a liquidating distribution, no gain or loss is to be realized upon 
the acquisition. Reg. 111, Secs. 29.22 (a)-15; 29.22 (a)-20. 
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to the presumption of ordinary dividends created by sections 115(a) and 
115(b), but that section 115(g) provides an exception to that exception. 

Looking to the regulations for illumination on the protracted liquidation 
problem we find some assistance. They * provide that a complete cancella- 
tion or redemption of a part of the corporate stock may be accomplished 
by retiring all the shares of a particular class or preference, or by taking 
up all the old shares of a particular preference or series and issuing new 
shares to replace a portion thereof, or by the complete retirement of any 
part of the stock, whether or not pro rata among the shareholders. By 
selecting one of these alternative techniques of cancelling or redeeming 
the corporation’s shares, it would appear that favorable capital gains tax 
treatment might be readily obtained. 

This regulation attempts to clarify section 115(c), however, and should 
be considered with the regulations explaining section 115(g). On examina- 
tion of these * there emerges a particularistic test of inquiring into the 
circumstances of each case rather than laying down any general guides. 
They provide, inter alia, that cancellations or redemptions among all the 
shareholders, to the extent they are made out of earnings and profits, will 
generally be looked upon as an ordinary dividend. On the other hand, if 
the corporation cancels or redeems all of the stock of a particular share- 
holder so that he ceases to be interested in the affairs of the corporation, 
section 115(g) will not apply. 

Then for the purpose of our inquiry the regulations contain certain 
relevant passages : 


. . . A bona fide distribution in complete cancellation or redemption of all of 
the stock of a corporation, or one of a series of bona fide distributions in com- 
plete cancellation or redemption of all of the stock of a corporation, is not 
essentially equivalent to the distribution of a taxable dividend. If a distribution 
is made pursuant to a corporate resolution reciting that the distribution is made 
in liquidation of the corporation, and the corporation is completely liquidated 
and dissolved within one year after the distribution, the distribution will not 
be considered essentially equivalent to the distribution of a taxable dividend ; 
in all other cases the facts and circumstances should be reported to the Com- 
missioner for his determination whether the distribution or any part thereof, 
is essentially equivalent to the distribution of a taxable dividend.® 


A PoTENTIAL SOLUTION—SEcTION 102 


Note that the regulations explicitly exempt from the impact of section 
115(g) a corporation that is in fact dissolved one year after a liquidation 


7 Reg. 111, Sec. 29.115-5. 
8 Reg. 111, Sec. 29.115-9. 
9 Tbid. 
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distribution. This suggests that a possible solution to a prolonged liquida- 
tion situation would be to hold on to the excess assets until all operations 
could be wound up within the statutory one-year period. Then pass the 
appropriate liquidating resolution, make one single liquidating disburse- 
ment of all the corporation’s assets, and dissolve promptly. In this way 
the corporation could distribute to its shareholders large sums constituting 
earnings and profits, which the recipients could treat on a capital gains 
basis, assuming that the criteria of complete liquidation are met. It would 
seem that this would be one sure way to avoid the potential tax difficulties 
that periodic distributions in a protracted liquidation would invite. To 
the extent that any of this accumulation represents retained earnings or 
profits, however, the difficulty with this suggestion is the omnipresent 
threat of the imposition of a section 102 *° tax on the corporation. 

Section 102 imposes a penalty tax on corporations accumulating earn- 
ings for the purpose of avoiding the surtax on shareholders.”* Its purpose 
is to help make fully effective the policy of double taxation of corporate 
earnings. To that end its function is to retard a natural tendency on the 
part of controlling shareholders to cause the corporation to accumulate its 
profits and not distribute them until some later year of their own choosing. 
Then, because of the acquisition of offsetting deductions or a lowering in 
the tax rates, it will have become less painful tax-wise for them to receive 
their dividend income. Accordingly section 102 seeks to induce the maxi- 
mum current distribution by a corporation of all the profits which it does 
not need. ; 

The.notion of withholding accumulated earnings until one large lump- 
sum liquidation payment could be made with concomitant tax savings was 
anticipated at an early stage. Thus, in 1921 the Commissioner declared,” 
“The fact that a corporation is in the process of liquidation does not render 
section 102 inapplicable if there is an unreasonable accumulation.” It would 
seem difficult to defend any substantial accumulation by a liquidating cor- 
poration.** Although the case was not one of complete liquidation, the 
language and reasoning of the Court in W. H. Gunlocke Chair Company 
is apposite. There the corporation purchased its own stock, yet alleged a 
need for more funds for business activities. The Court reasoned that with 
very few exceptions the contraction of a company’s capital account is 


107. R.C. §102. 

11 The basis of the tax is undistributed “section 102 net income,” i.e., net income less 
the deductions specifically allowed by section 102(d). The amount of the tax is 274% 
of the first $100,000 and 384% of amounts in excess of $100,000. I.R.C. §102(a). 

120. D. 838, 4 Cum. Butt. 226 (1921). Section 102 was then numbered section 220. 

13 See, Buck and Shakelford, Retention of Earnings by Corporations Under The 
Income Tax Laws, 36 Va. L. Rev. 141, 323, 461 (1950). 
14 P-H T.C. Mem. Dec. {143,443, aff'd, 145 F.2d 791 (2d Cir. 1944). 
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inconsistent with a plea that the accumulation of funds is justified for 
legitimate business needs. 

Whether this assertion has been too formidable for taxpayers to care 
to litigate or whether the Bureau of Internal Revenue has not pressed 
section 102 vigorously in this area, there are few reported cases. In Florida 
Iron and Metal Company,** an attempt was made to invoke section 102 
where, during a liquidation, a single year was passed over without paying 
any dividends. The company decided in 1938 to liquidate, showed sub- 
stantial profits in that year but paid no dividends, and subsequently in 
1939 made distributions in final liquidation. In this way the receipts, 
including the profits of the preceding year, would be taxable upon a capital 
gains basis. The Commissioner attacked the corporation under section 
102. The Court held in favor of the taxpayer, apparently accepting the 
defense that the company’s bookkeeping department had made an error in 
the corporation’s books. 

In view of the paucity of case law on the subject it is difficult to suggest 
exactly what a corporation engaged in a protracted liquidation should do 
to avoid the impact of section 102. Certainly it would be well advised to 
continue to pay its regular periodic dividend and not try to press the tax 
savings of a complete liquidation too hard.*® Presumably, in the Florida 
Iron and Metal Company case if the corporation had paid its regular or- 
dinary dividend, no tax difficulties with ensuing litigation would have 
arisen. The payment of dividends in accordance with the past custom of 
the business would by no means assure the corporation that section 102 
would not be invoked. It would at least, however, be less easy for the 
Commissioner to persuade a court that this would be a proper case for the 
imposition of the section 102 penalty. 

A section 102 controversy is usually centered around the issue whether 
the earnings or profits of a corporation are accumulated beyond its reason- 
able business needs. The liberal judicial construction of what are the “rea- 
sonable needs of a business” and the general lack of success the Government 
has had in invoking this section have been widely and recently reviewed.?" 
Perhaps the two grounds on which a section 102 tax is usually avoided 
are either that the surplus has been accumulated for contemplated business 
expansion or for some type of self-financing. Neither of these is useful 

15 P-H T.C. Mem. Dec. 42,408. 

16 Attempts to characterize distributions as straight stock retirements, leaving surplus 
undisturbed, may also bring section 102 into operation. See, O.D. 360, 2 Cum. Butt. 25 

1920). 

17 a and Shakelford, Retention of Earnings by Corporations Under The Income 
Tax Laws, 36 Va. L. Rev. 141, 323, 461 (1950); Cary, Accumulations Beyond The 
Reasonable Needs of The Business: The Dilemma of Section 102(c), 60 Harv. L. Rev. 


1282 (1947) ; Note, Section 102 Of The Internal Revenue Code: Surtax On Corpora- 
tions Improperly Accumulating Surplus, 57 Yate L.J. 474 (1948). 
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to a corporation in the process of liquidation. Moreover, it is difficult to 
conceive of any reason that could successfully be advanced for not paying 
out corporate surplus during liquidation. The tax-saving reason above 
suggested is seemingly exactly the sort of situation where section 102 is 
applicable. Accordingly, the retention and accumulation of assets here to 
take advantage of the one-year period allowed by the regulations under 
section 115(g) would be peculiarly vulnerable to a section 102 attack. 

Therefore, if our relatively slow liquidation is to receive favorable tax 
treatment, it will have to be by some other method than by retaining sur- 
plus or earnings until the liquidators are able to wind up everything within 
the one year allowed by the regulations. 


OrpDINARY DIVIDENDs v. LIQUIDATING DIVIDENDS 


If section 102 is avoided by paying out liquidating dividends from time 
to time, the basic problem of characterizing these periodic distributions 
remains. From section 115(c) a dichotomy emerges: one phase involves 
a complete liquidation, the other a partial liquidation. Conceivably, it could 
be contended that one of these distributions is a partial liquidation.** The 
generally accepted view is that section 115(g) does not apply to a partial 
liquidation if there is a bona fide shrinkage or contraction.** Moreover, 
as a slow complete liquidation does by its nature result in a steady shrink- 
age or contraction as business operations are conducted on an ever-declin- 
ing basis, characterization of the payments as a “partial liquidation” would 
appear sufficient. There are difficulties, however, with the “partial liquida- 
tion” classification. The bona fide shrinkage or contraction standard is not 
in the statute, has been subjected to keen criticism,”° and further there is 


18 The Code defines a distribution in partial liquidation as “a distribution by a corpora- 
tion in complete cancellation or redemption of a part of its stock, or one of a series of 
distributions in complete cancellation or redemption of all or a portion of its stock.” 
I.R.C. §115(i), “. . . one of a series of distributions in complete cancellation or redemp- 
tion of all . . . of [a corporation’s] stock” could be more aptly described as part of a 
complete liquidation, and the regulations indicate that in this situation section 115(g) is 
inapplicable. Reg. 111, Sec. 29.115-9. Moreover, any payments successfully characterized 
as coming within this latter definition have received favorable tax treatment all along. 
E.g., R. D. Merrill Co., 4 T.C. 955, 963-71 (1945). How to obtain this favorable charac- 
terization will be further developed below. 

19 Comm’r v. Babson, 70 F.2d 304 (7th Cir. 1934), cert. denied, 293 U.S. 571 (1934); 
Joseph W. Imler, 11 T.C. 836 (1948) ; Samuel A. Upham, 4 T.C. 1120 (1945); Albert T. 
Perkins, 36 B.T.A. 791 (1937); Heber Scowcroft Investment Co., 4 TCM 755 (1945); 
cf. Rheinstrom v. Comm’r, 125 F.2d 790 (6th Cir. 1942), cert. denied, 317 U.S. 654 (1942) ; 
Flanagan v. Helvering, 116 F.2d 937 (D.C. Cir. 1940) ; Stein v. United States, 62 F. Supp. 
568 (Ct. Cl. 1945). Of course, if the distributions are larger and disproportionate to the 
actual shrinkage, section 115(g) may still apply. 

20 Bittker and Redlich, Corporate Liquidations and the Income Tax, 5 Tax L. Rev. 
437 (1950). 
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no assurance that it will always be followed.** Therefore it would seem 
wiser to attempt to attain favorable tax treatment by characterizing the 
distribution as one of a series of payments in complete liquidation of the 
corporation.” 

Yet even a complete liquidation may be subject to a section 115(g) 
attack if the distributions are not “bona fide.” ** Presumably this reserves 
to the Commissioner the right to tax as ordinary dividends distributions 
made ostensibly in complete liquidation but which are not in fact true dis- 
solutions, as where the distributees immediately reincorporate under a 
different name, using the same assets.” 

Moreover, if any liquidating distribution is made and the corporation is 
not completely dissolved within one year, there is uncertainty as to the tax 
consequences and a warning that section 115(g) will be availed of by the 
Commissioner to deny favorable tax treatment to the distributees in any 
case where the liquidation extends over a longer period. Such vagueness 
is unfortunate. Apparently the area is left uncertain to discourage trans- 
actions which fall within the doubtful zone. To the extent that this makes 
hazardous attempted tax-savings by the undeserving, this rationale may be 


21 See, e.g., Kirschenbaum v. Comm’r, 155 F.2d 23, 24 (2d Cir. 1946), cert. denied, 329 
U.S. 726 (1946), where the Court, referring to section 115(g), said, “. . . perhaps the 
section covers all cancellations or redemptions which result in the distribution of accumu- 
lated earnings.” This language can hardly be squared with the statutory framework 
outlined earlier. See p. 482 supra. But this proposition, that is, that stock cancelled or re- 
deemed by a corporation out of accumulated earnings is equivalent to a dividend under sec- 
tion 115(g), is said to rest on the decision of the Supreme Court in Comm’r vy. Estate of 
Bedford, 325 U.S. 283, 286 (1944). However, that case arose under the provisions of 
section 112 of the Code and involved a reorganization consisting of a recapitalization in 
which the stockholders received for their old stock new stock plus cash. As the cash 
was derived from accumulated net earnings, the Court held that it was equivalent to a 
dividend under the provisions of section 112. Explicitly, the Court held that section 115 
was not involved. “Respondent, however, claims that this distribution more nearly has 
the effect of a ‘partial liquidation’ as defined in section 115(i). But the classifications of 
section 115, which governs ‘Distributions by Corporations’ apart from reorganizations, 
were adopted for another purpose. They do not apply to a situation arising within sec- 
tion 112. The definition of a ‘partial liquidation’ in section 115(i) is specifically limited 
to use in section 115. To attempt to carry it over to section 112 would distort its purpose.” 
But the Second Circuit Court of Appeals in Kirschenbaum, supra, dismisses this distinc- 
tion with the statement that the Supreme Court’s interpretation of the phrase “equivalent 
to a dividend” in section 112 is binding upon the lower courts in interpreting section 115(i), 
in spite of the Supreme Court’s caveat that the two sections have different purposes. 
Further, the following cases apparently do not embrace this “bona fide shrinkage or 
contraction” standard: McGuire v. Comm’r, 84 F.2d 431 (7th Cir. 1936) ; Pullman, Inc., 
8 T.C. 292 (1947). 

22 For clarity of analysis the above terminology has been used although it is recognized 
that this perhaps is simply another way of stating the latter definition of a partial liquida- 
tion set forth in section 115(i). See note 18 supra. 

23 Reg. 111, Sec. 29.115-9. 

24 See, Bittker and Redlich, Corporate Liquidations and the Income Tax, 5 Tax L. Rev. 
437 (1950). 
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sound ; unfortunately, however, it furnishes no guidance on the tax treat- 
ment of a legitimately protracted liquidation. Thus the vague language of 
the statute has the practical effect of injecting disproportionate tax 
considerations into matters of business judgment. 

As we have seen,” liquidating dividends, if bona fide, are an exception 
to the rule of ordinary dividends despite the fact that liquidating dividends 
may also entail the distribution of post-1913 “earnings or profits.” If a 
distribution is largely composed of “earnings or profits,” it may plausi- 
bly be interpreted as either an “ordinary dividend” or one of a series 
intended to be in complete liquidation of the corporation. 

How can we succeed in characterizing a distribution made during a pro- 
tracted liquidation as being one made during the process of complete liqui- 
dation? The phrase “complete liquidation” is not defined in the Internal 
Revenue Code.”* An examination of the cases discloses that no one judi- 
cial definition has gained universal acceptance. Perhaps the most fre- 
quently encountered is : ** 


. . . The liquidation of a corporation is the process of winding up its affairs 
by realizing upon its assets, paying its debts, and appropriating the amount of 
its profit and loss. It differs from normal operations for current profit in that 
it ordinarily results in the winding up of the corporation’s affairs, and there 
must be a manifest intent to liquidate, a continuing purpose to terminate its 
affairs and dissolve the corporation, and its activities must be directed and con- 
fined thereto. A mere declaration is not enough, and the question whether a 
corporation is in liquidation is one of.fact. 


Other courts have stated : ** 


The word liquidation when applied to a partnership or company has a gen- 
eral meaning, well recognized by text writers and courts, as the operation of 
winding up its affairs by realizing its assets, paying its debts and appropriating 
the amount of its profit or loss. 


Still others apply the following test to the distribution in question : 7° 


The decisive factor is ‘whether the distribution was made with intent to 
maintain the corporation as a going concern or with the intent to liquidate the 
business.’ 


25 See p. 483 supra. 

26 A definition of “complete liquidation” may be found in I.R.C. §112(b) (6), but it is 
specifically stated that its definition is for “the purposes of this paragraph only.” 

27R. D. Merrill Co., 4 T.C. 955, 964 (1945); T. T. Word Supply Co., 41 B.T.A. 965 
(1940) ; Rollestone Corp., 38 B.T.A. 1093 (1938) ; Fred T. Wood, 27 B.T.A. 162 (1932). 

28 W. E. Guild, 19 B.T.A. 1186, 1202 (1930) (gathering other authorities). 

29 Holmby Corp., 28 B.T.A. 1092 (1933), aff'd, 83 F.2d 548 (9th Cir. 1936); Horn & 
Hardart Baking Company v. United States, 34 F. Supp. 89, 91 (E.D. Pa. 1940); Isaac 
W. Frank Trust of 1927, 44 B.T.A. 934, 947 (1941). 
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As these definitions are descriptive rather than analytical, we must go 
beneath the verbal level and analyze the cases to determine what criteria 
the courts use in applying to a partial distribution the characterization of 
“being part of a complete liquidation.” In making this examination it 
might be well to point out that the suggested criteria are perhaps somewhat 
nebulous and may overlap; yet they may be helpful in understanding 
and predicting when the desiderata underlying the complete liquidation 
classifications are met. 

An important element looked to by the courts is whether there has been 
a manifest intention to liquidate at the time of or antecedent to the distri- 
bution in question. Among the factors that loom large in solving this 
issue is the presence or absence of a formal resolution embodying a plan 
of dissolution prior to the distribution for which liquidating dividend treat- 
ment is claimed.*° The comprehensiveness and detail necessary in a liqui- 
dation resolution will have to be the result of a compromise between the 
interest of management in flexibility and the interest of the stockholders in 
defining the plan sufficiently so that it can withstand an attack on its 
vagueness or lack of detail. 

Illustrations that the latter concern is valid are readily available. Thus, 
in Michael A. Stavitsky* a distribution received in 1940 as part of a 
complete liquidation begun in 1940 and completed in 1942 was held 100% 
taxable despite a manifest intention to liquidate the corporation as ex- 
peditiously as possible. The Board held that while the intention to liquidate 
promptly was clear, since there was no provision for the liquidation within 
a period of three years, the distribution must be treated as an ordinary 
dividend. Although concerned with the pre-1942 section 115(c), this case 
lays down a warning concerning a liquidating plan’s comprehensiveness 
that may still have force.** In John R. Roach ** the Commissioner attacked 
a distribution in liquidation on the ground that the resolution failed to set 
forth with completeness the plan for dissolving the corporation. In view of 
other factors, the Court refused to hold that the absence from a liquidation 
plan of all the details of dissolution would defeat a complete liquidation 
classification. 

On the other hand, a bona fide corporate plan to liquidate, setting forth 


80 There is language in a few cases to the effect that failure to adopt a resolution 
of dissolution or liquidation is not controlling or determinative. The implications are, 
however, that if there were such a resolution it would be easier to treat the distribution 
as one in a chain of liquidating dividends. E.g., W. F. Kennemer, 35 B.T.A. 415, 421 
(1937), aff'd, 96 F.2d 177 (Sth Cir. 1938) ; John R. Roach, 4 T.C. 1255 (1945). 

81 CCH B.T.A. Mem. Dec. 12,043-H (1941). 

82 Accord, Amory L. Haskell, 46 B.T.A. 164 (1942), aff’d, 133 F.2d 202 (3d Cir. 1943). 
But cf. F. Osborne Pfingst, 6 TCM 316 (1947). 

884 T.C. 1255 (1945). 
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sufficient details, has been held to entitle the distributees to long-term capi- 
tal gains treatment despite the fact that the liquidation proceedings did not 
precisely follow the detailed plan.** Moreover, it has been decided that 
where distributions are made pursuant to a bona fide plan under which 
liquidation was to be completed within the period allowed by the statute, 
such distribution was in complete liquidation within the meaning of the 
statute even though the corporation had not been completely liquidated 
within the period so allowed.*° 

In view of the foregoing holdings, a plan that manifests an intention to 
liquidate promptly and lays down at least the general pattern to follow in 
the dissolution proceedings would seem an essential factor in assuring a 
complete liquidation classification on distributions made during a prolonged 
liquidation. 

It is well settled that passage of the resolution does not ipso facto bring 
about a liquidation characterization, and the question whether the distribu- 
tions were actually made in effecting the resolution is to be determined from 
the corporate activities subsequent to its adoption. These subsequent activi- 
ties fall into several categories. 

One of the most important is whether the corporation confined its ac- 
tivities to terminating its affairs. Yet in James P. Gossett ** little weight 
was given this factor, since the Board stated that the purchase and sale of 
a substantial quantity of new assets would not be viewed as inconsistent 
with the winding up of the corporate affairs. As the subsequent-activities 
test seems to have a vital bearing on the issue whether in fact there was a 
bona fide intent to liquidate, this case seems wrong in its casual dismissal 
of this factor. In Rollestone Corporation,” a corporation engaged in oil 
developing, resolved in January, 1922 to liquidate as speedily as possible. 
It was held not to have departed from its intent to liquidate despite some 
new drilling operations in 1930 and in 1933. Fortunately for the taxpayer, 
the Board, impressed by the fact that the drilling operations were insignifi- 
cant and that the money for them came from “unusual sources,” ** held 
that there was no intent to maintain the corporation as a going concern 
from these facts alone. Further, in R. D. Merrill Co.*° the purchase of a 
timber tract for $68,000 was not considered fatal to the liquidation of a 


84 R. D. Merrill Co., 4 T.C. 955, 964 (1945) ; Rollestone Corp., 38 B.T.A. 1093 (1938). 

35 William C. Chick, 7 T.C. 1414 (1946), aff'd on other grounds, 166 F.2d 337 (Ast Cir. 
1948); Mary Dupont Faulkner, 3 T.C. 1082 (1944); George G. Mason, 3 T.C. 1087 
(1944). 

86 22 B.T.A. 1279 (1931), aff'd, 59 F.2d 365 (4th Cir. 1932). 

37 38 B.T.A. 1093 (1938). 

38 The 1930 drilling operation was financed by a loan from the corporation’s stock- 
holders, while the wells drilled in 1933 were financed with funds received as a tax rebate 
in that year. 

394 T.C. 955, 964 (1945). 
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logging corporation, where it was shown that this was a relatively minor 
item and that its purchase had been contemplated at the time the liquidating 
resolution was passed. 

These cases suggest that the subsequent-activities test is not a rigid 
one and that some ordinary operations may be carried out without overrid- 
ing a prior resolution that the company is in liquidation. Care must be 
taken, however, not to attempt to carry on too large a scheme of subsequent 
operations. Thus, in WW”. E. Guild *° actual expansion of activities was held 
fatal to the corporation’s claim that it was in the process of liquidation. 
There substantial expansion took place: a lumber corporation had, after 
a dissolution resolution, purchased large additional quantities of timber 
land ; moreover, former timber tracts held for sale en bloc were processed 
into finished lumber. Although this decision seems clearly right, the earlier 
cases indicate that the subsequent-activities factor is only a thread in the 
pattern underlying complete liquidation. 

Standing alone, the presence or absence of some type of normal opera- 
tions is not considered highly probative. This was further pointed up in 
Estate of Rudolph Rabe,** where the taxpayer showed that after a liquida- 
tion resolution was passed in 1925 the corporation had acquired no new 
assets of any kind. The Board refused to consider this decisive, pointing 
out that the corporation had acquired few new assets since 1917, and the 
mere fact that the company had curtailed its operations was not, in view of 
other evidence, sufficient to show that the corporation was being liquidated. 

Another incident regarded as significant in determining whether dis- 
tributions are part of a prolonged liquidation is an examination of the 
actions of the corporate shareholders both before and after the passage of 
the liquidating resolutions. Shareholders’ agreements to dissolve prior to 
a distribution have been given great weight in holding the payments to be 
liquidating dividends.** Moreover, if the shareholders simply elect direc- 
tors at their annual meetings without attempting to discuss or examine 
the progress of a prior liquidating resolution, the earlier dissolution plan 
may be held to have been superseded.** 

Close to and usually made concomitant with a scrutiny of the share- 
holders’ actions is an examination into the activities of the corporate offi- 
cers. There are difficulties in this area that preclude simple generalizations. 
If management goes on conducting business as usual, that circumstance 
will be viewed as inconsistent with a resolution to dissolve. If the corporate 


4019 B.T.A. 1186 (1930). 

4125 B.T.A. 1242 (1932). 

42James P. Gossett, 22 B.T.A. 1279 (1931), aff'd, 59 F.2d 365 (4th Cir. 1932) ; 
R. D. Merrill Co., 4 T.C. 955, 964 (1945) ; A. T. Perkins, 36 B.T.A. 791 (1937). 

48, W. E. Guild, 19 B.T.A. 1186 (1930); cf. Tecla M. Straub, 29 B.T.A. 216 (1933), 
aff'd, 76 F.2d 388 (3d Cir. 1935). ; 
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officers act more like a liquidating committee and wind up operations 
speedily, again there is not too much difficulty in reaching a conclusion. 
But in between these two clear extremes there are problems. Most of the 
attacks in this area probably center on the liquidation’s taking too long a 
time. 

As we have seen, the Code now imposes no time limit within which a 
complete liquidation under section 115(c) must be consummated. Un- 
doubtedly, however, the Commissioner is apt to claim that a distribution 
is taxable if the corporation is not wound up within one year.** In R. D. 
Merrill Co.*° a corporation engaged in logging operations and holding 
large timber tracts, took a total of seven years to cut and mill its extensive 
holdings after a complete liquidation resolution had been passed. In holding 
against the Commissioner’s contention that the liquidation was too long 
for favorable tax treatment, the Court stated that the length of time which 
may reasonably be required to liquidate as well as the manner of liquidation 
are matters soundly left to the discretion of the directors, and that the 
courts would not, without good reason, overrule the judgment of the 
liquidators. 

This rationale was the ground for a similar holding in Bynum v. Com- 
missioner.*® There the liquidators held out for a price of $300,000 for the 
remainder of a liquidating corporation’s assets and would not sell for 
$200,000 when that price was offered. The Commissioner urged that the 
corporation must be held still to be doing business and not in liquidation. 
The Court rejected this argument: saying, “It is not the province of the 
Commissioner to substitute his judgment for that of the liquidators. They 
were vested with discretion by the liquidating resolution to dispose of the 
retained assets for the best interests of the shareholders. We do not con- 
sider it a breach of discretion for the liquidators to hold out for a price 
of $300,000.” 

The Court’s language should not be taken too literally: it was careful 
to point out that the judgment exercised was in fact reasonable. The liqui- 
dators’ business judgment was found reasonable on the basis of a capital- 
ized earnings test. Over a three-year period the net annual income for the 
property not disposed of averaged approximately $20,000. The fact that 
on the basis of $300,000 the income was better than 6% per annum, clearly 
influenced the Court’s decision in upholding the liquidators’ action. The 
implication of this case is that if the corporation holds out for a price 
which, when viewed objectively, is considered exorbitant, it will not be 
allowed to pay out intervening earnings at favorable capital gains rates. 


44 Based on the language of the regulation set forth at p. 483 supra. Reg. 111, Sec. 
29.115-9, 
454 T.C, 955, 964 (1945). 
46113 F.2d 1 (5th Cir. 1940), reversing 40 B.T.A. 336 (1939). 
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This would seem sound, but in the absence of an earnings factor to capital- 
ize or a market, the liquidators’ asking price should be respected unless 
clearly unreasonable. Without digressing to discuss the difficult valuation 
problems this suggests, it would seem that the moral here, as elsewhere in 
this area, is to avoid pushing the potential tax savings of a liquidation 
too far. 

The recent case of Estate of Charles Fearon * is relevant to this dura- 
tion factor. There a corporation began liquidation in 1919. At the date 
of the trial in 1951 the corporation may still have been winding up its 
affairs (the facts are not too clear) ; it was definitely in the process of dis- 
solution at least as late as the end of 1948. The crucial issue was whether 
a distribution made by the corporation and received by decedent in 1942 
was a distribution in complete liquidation within the meaning of section 
115(c). Taxpayer showed that since 1919 every reasonable effort had been 
made to dispose of the corporation’s assets, the greater part of which con- 
sisted of timber and coal lands which were not readily saleable. The Court 
held that under the circumstances the time consumed in liquidating the 
corporation was not excessive and that the distribution was part of a com- 
plete liquidation. It said, “Nor is the length of time consumed fatal to a 
determination that the corporation was in the process of complete liquida- 
tion. The commissioner may well expect the liquidation to be conducted 
in good faith, but not that it be conducted in haste. That the liquidator’s 
first responsibility is to the creditors and shareholders was recognized in 
R. D. Merrill.” 

Once again we see that no fixed generalization can safely be advanced ; 
the length of time that can be taken to wind up the corporate affairs varies 
with the type of assets and their marketability. Opposing inferences may 
be drawn from the removal of the explicit time limitation in section 115(c). 
It could be interpreted as giving tacit Congressional approval to a pro- 
tracted liquidation despite the fact that the winding-up took longer than the 
former stipulated period. An alternative interpretation could be that the 
complete removal of any mention of time gave the Commissioner authority 
to construe a complete liquidation more narrowly than formerly. The one- 
year time limit stated in the regulations ** suggests that the Treasury has 
adopted the latter view. 

As a practical matter it would seem advisable to liquidate as expedi- 
tiously as the marketability of the assets permits once a decision has been 
reached to liquidate the business. Moreover, if the corporation has been 
liquidated in fact prior to the date of a trial, the distributees will have the 
advantage of this hindsight during the litigation. On the problem of char- 


4716 T.C. 384 (1951). 
48 Reg. 111, Sec. 29.115-9. 
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acterization this practical aspect cannot be overlooked. The nature of our 
tax collection system is such that the trial of the contested distribution 
will perforce arise several years afterwards. Taxpayers who can point to 
a substantial or complete liquidation in fact at the date of trial have a 
powerful weapon of advocacy.*® 

While the above factors seem to have been considered as most probative, 
there are others. Some courts have been influenced by the very size of the 
distribution. In James P. Gossett © a distribution was accepted as being 
in liquidation because it exceeded not only the usual annual 8% dividend 
but also the entire earnings of the current fiscal period. It was not con- 
sidered an extra dividend because the fund from which it was paid was 
the cash received from the sale of a large fixed asset. In Tecla M. Straub ™ 
great weight was given to a 90% distribution, apparently because of its 
very size. 

Once again, however, it should be noted that none of these factors stand- 
ing alone is determinative ; rather there must be a concurrence of several 
incidents of a complete liquidation in order to attain the desired status. 
Thus, in George Hyman ® a 973% distribution was held not enough to 
merit a complete liquidation classification where there was no intent to 
wind up or curtail operations. 

Another factor sometimes considered is the extent to which the corpora- 
tion has complied with the state procedure for dissolution. This is utilized 
not for the purpose of construing the word “liquidation” in the federal 
statute but for possible inferential value as to the presence or absence of 
an actual intent to wind up the corporate affairs.” 

Still another relevant criterion is whether the capital structure of the 
corporation has been impaired by the distribution. Failure to disturb the 
capital structure has been viewed as tending to show that liquidation was 
not in fact carried out. This was given much weight in Estate of Rudolph 
Rabe * and was one of the prime factors in the Board’s refusal to treat 
the distributions in question as being part of a complete liquidation. In 
W. E. Guild © great significance was again attached to this criterion. There 
the Board, after considering other factors, stated that in view of the cir- 


49 Tecla M. Straub, 29 B.T.A. 216 (1933), aff'd, 76 F.2d 388 (3d Cir. 1935); John R. 
Roach, 4 T.C. 1255; R. D. Merrill Co., 4 T.C. 955, 964 (1945) ; T. T. Word Supply Co., 
41 B.T.A. 965 (1940); F. Osborne Pfingst, 6 TCM 316 (1947); cf. W. E. Guild, 19 
B.T.A. 1186 (1930). 

50 22 B.T.A. 1279 (1931), aff’d, 59 F.2d 365 (4th Cir. 1932). 

5129 B.T.A. 216 (1933), aff'd, 76 F.2d 388 (3d Cir. 1935). 

5228 B.T.A. 1231 (1933), aff'd, 71 F.2d 342 (D.C. Cir. 1934), cert. denied, 293 U.S. 
570 (1934). 

58 Albert T. Perkins, 36 B.T.A. 791 (1937) ; W. E. Guild, 19 B.T.A. 1186 (1930). 
5425 B.T.A. 1242 (1932). 
5519 BT.A. 1186 (1930). 
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cumstance “. . . that during this time, of more than 10 years of active, 
prosperous operations, its capital was not only never impaired by distribu- 
tions to its stockholders, but was consistently kept intact by the mainte- 
nance of the necessary reserves for that purpose, we can not avoid the con- 
clusion that the corporation was not in liquidation and the distributions in 
question were not distributions in liquidation. . . .” 

Another test utilized is a consideration of the reasons for the liquidation. 
Generally, anything other than a tax-saving motive has been considered 
sufficient. Death of key men, decline in demand for the company’s pro- 
duct,** and fulfillment of the corporate purpose * have all been deemed 
acceptable reasons for winding up the corporation. Apparently this factor 
is not as weighty a consideration as some of the others enumerated above, 
yet in Estate of Charles Fearon ® the Board appeared to give considerable 
weight to the fact that the reason for the corporation’s liquidation was 
that the company was required to wind up pursuant to a court order. 

What guidance then do we have? We find that if we are embarking on 
a drawn-out dissolution and wish to maximize opportunities for favorable 
tax treatment to the shareholders, there are certain things which should be 
done to avoid tax difficulties. Thus, once the decision is reached to liqui- 
date, the following measures should be taken. A resolution should be 
adopted giving the reasons for the dissolution.“ This proposal should 
stress the fact that the liquidation is to be carried out promptly. Moreover, 
a general plan for dissolution should be embodied within its provisions. 
Subsequent activities should be confined as nearly as possible to an orderly 
sale of the corporate assets. Operations may continue in the meantime, but 
care should be taken to direct the company’s affairs along a declining pat- 
tern of activity. Assets do not have to be dumped at sacrifice prices, yet an 
unreasonable price should not be insisted on by the liquidators. Annual 
shareholders’ meetings should contain a discussion of the progress of the 
liquidation ; preferably awareness of the dissolution should be reflected in 
the minutes of the meetings. If current earnings are high enough to war- 
rant it, conservatism would suggest that ordinary dividends continue to 
be paid without attempting to characterize them as in liquidation. When a 


56 Jd. at 1206. 

57 Tecla M. Straub, 29 B.T.A. 216 (1933), aff’d, 76 F.2d 388 (3d Cir. 1935). 

58 Albert T. Perkins, 36 B.T.A. 791 (1937). 

59T. T. Word Supply Co., 41 B.T.A. 965 (1940) ; Estate of Rudolph Rabe, 25 B.T.A. 
1242 (1932). 

60 16 T.C. 384 (1951). 

61 If other criteria are met, even a tax-saving reason may suffice. Thus, in the early 
days of the 1940’s excess profits tax many corporations dissolved and conducted operations 
in partnership form, and no cases denied the distributees liquidating dividend treatment 
by virtue of that fact alone. Now that we have another excess profits tax this observation 
may be significant. ‘ 
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liquidating distribution is made, it should be clearly earmarked as such ™ 
and should always include a portion of the corporate capital. The laws of 
many states give ample authority to do all things necessary toward wind- 
ing up a corporation and do not impose a time limit on the liquidation 
process.® It would be well for counsel to check state law and to follow at 
least the preliminary state procedure. Finally, but by no means of least 
importance, the corporation should, if at all possible, be substantially liqui- 
dated by the date of any trial contesting one of the distributions. 
Compliance with these suggestions would not cause undue difficulty and 
would go far toward obtaining favorable tax treatment. Departure from 
the foregoing, if minor, might not overthrow the characterization, but 
major departures would invite tax trouble. Therefore caution would 
suggest that little deviation from the criteria enumerated be attempted. 


CoNCLUSION 


The above suggestions for the utilization of the criteria found in the 
cases may seem to give undue weight to formalities and to the way things 
are done rather than to their actual effect. This criticism would suggest 
that viewed realistically the economic result would be the same regardless 
of how the cessation of business operations is brought about, and that 
therefore compliance with the above is only an exaltation of form over 
substance. 

A completely satisfactory answer to this may be the observation that the 
records are replete with transactions the taxability of which depended on 
the way they were carried out, not on their economic effect.** With the 
foundation of our tax structure based on a highly particularized Code, such 
results seem unavoidable. 


62 At both the resolution stage and the actual paying-out stage, the Internal Revenue 
Code requires appropriate information to be supplied the Commissioner. The discussion 
supra, assumes that this statutory procedure has been followed. I.R.C. §148. 

63 Indeed, even after dissolution many states have statutes directing that a dissolved 
corporation shall continue as an entity without any time limit, for the purpose of enabling it 
to wind up its affairs and of prosecuting and defending suits, whether begun before or after 
dissolution. See, e.g., Cat. Crv. Cope (Deering, 1937) §399; N.Y. Gen. Corp. Law §29; 
and N. Y. Stock Corp. Law §105(8). Delaware imposes a three-year time limit upon 
the continuation of the corporate entity after dissolution. Det. Corp. Law Ann. §42, as 
amended by Del. Laws 1941, vol. 43, c. 132. 

64 See, e.g., Court Holding Co. v. Comm’r, 324 U.S. 331 (1945). For an illustration 
closer to the area of this paper, see W. P. Hobby, 2 T.C. 980 (1943). There to avoid 
the 100% tax then in effect on redemption gains in partial liquidation, taxpayer, a share- 
holder in a corporation about to redeem some stock, some few days prior to the dis- 
tribution “sold” his shares in several rigged sales to his friends. While the taxpayer 
virtually admitted that the transaction was not a true sale and was only cast as such for 
tax avoidance purposes, the majority of the Tax Court refused to look behind the form 
of the transaction and held that the “sale” entitled the taxpayer to treat his receipts as 
long-term gains with concomitant tax savings. 
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Another satisfactory answer to the foregoing criticism is that in tax law 
as elsewhere there has always been a premium on clean-cut planning and 
the shaping of affairs to receive the most favorable consequences to which 
they are entitled. Moreover, it is an integral part of a lawyer’s craft to 
examine intensively a specific problem, to analyze critically its intricacies, 
and then frame a solution. This concept has as much merit when applied 
to the specific area of the taxation of corporate liquidations as in the larger 
sphere of ordering the affairs of men. 
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Dissents And Concurrences 


Stifel Stifles Kieckhefer. Excessive preoccupation of taxpayers and their 
counsel with the annual $3,000 gift tax exclusion for gifts to minors * makes 
John W. Kieckhefer,? Kieckhefer v. Commissioner,’ and Arthur C. Stifel, Jr.4 
interesting quite out of proportion to their true significance. So intense is this 
preoccupation and so widespread the apparent reluctance to use legal guardian- 
ships for these gifts, that one could almost hear a nation-wide sigh of relief 
when in May, 1951 the Seventh Circuit Court of Appeals handed down its 
two-to-one decision in Kieckhefer v. Commissioner,® reversing the Tax Court 
and holding that a gift in trust constituted a present interest if the beneficiary, 
although a very young infant, had an immediate unfettered right to terminate 
the trust in his own favor. At last here was a simple means of providing man- 
agement for property given to infants within the annual exclusions. This sigh 
turned into a groan when in October the Tax Court (with three dissents) in 
Arthur C. Stifel, Jr.° indicated a strong preference for its own opinion in John 
W. Kieckhefer and with due respect declined to follow the Seventh Circuit 
Court. 

Now the Second Circuit Court of Appeals is asked to review Stifel, and it 
will be interesting to observe whether that Court will take the strictly objective 
approach of the Seventh Circuit Court (the kind of analysis that is called “le- 
galistic” and “formal” when it is against you, and “detached” or “objective” 
when in your favor) and, if not, which it will prefer of the two subjective 
analyses adopted by the Tax Court: (1) the real or supposed capacity of an 
infant donee; or (2) the intent of the taxpayer-donor. 

The more pertinent provisions of the two trust agreements were quite simi- 
lar. In the Kieckhefer cases an infant beneficiary, less than a month old when 
the trust was created and about six months old when the gift in dispute was 
made to it, was given the right to terminate the trust at any time by a “demand 
in writing” and the same right was accorded to his (non-existent) “duly ap- 
pointed guardian.” Absent this provision for termination, no serious contention 
of the existence of a present interest could have been raised under the leading 
cases in the Supreme Court. In Arthur C. Stifel, Jr. its counterpart provided 
that the four year old beneficiary (the Tax Court discussed only the trust for 


1The instant observations are by way of addendum to the discussion set forth at 
7 Tax L., Rev. 84 (1951). See also Shattuck, Gifts to Minors, 90 Trusts & Estates 659, 
665 (1951) ; Rogers, Some Practical Considerations in Gifts to Minors, 20 Forp. L. Rev. 
233, 235 (1951). 

215 T.C. 111 (1950). 

3189 F.2d 118 (7th Cir. 1951), reversing 15 T.C. 111 (1950). 

417 T.C. 647 (1951). 

5189 F.2d 118 (7th Cir. 1951). 

617 T.C. 647 (1951). 
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this daughter, but there was an identical trust for an eleven year old son) had 
the right to terminate the trust at any time. A parenthesis added that during 
her minority the right might be exercised by her general or special guardian. 

This note, perhaps too freely, assumes that the facts of the two cases are 
close enough to be indistinguishable.? There is little doubt that this is true from 
the “legalistic” or “objective” viewpoint of the Seventh Circuit Court, for the 
infant beneficiaries acting through their guardians had power to terminate the 
trusts at any time, although in neither case, at the time of the gift or at the time 
of trial, had a guardian been appointed. 

Many cases on the tax consequences of gifts to infants have come before the 
Tax Court, which has produced an outstanding record of fairness and objec- 
tivity. The lines between future and present interests have been gradually 
marked out, and by now the area of doubt separating them seems to have been 
narrowed until the rules are fairly clear. The Kieckhefer cases and Stifel 
fall in the remaining shadowy area where reasonable men will reasonably differ. 
The three decisions appear to rest on selected subjective-objective standards. 
“Subjective” as used here is related broadly to physical and mental capacity, 
state of mind and intent. “Objective” is defined as the point of view of the 
child in Hans Christian Andersen who, watching the Emperor parade down 
the street in his fine new clothes, cried out, “But he has got nothing on!” 

State of mind is often a baffling if inevitable subject of judicial inquiry. “Did 
he have a donative intent in making the subject transfer?” “Did he contemplate 
death?” “Was there a business purpose in the reorganization?” ‘Was the 
family partnership created in good faith?” “Did an incompetent make a gift ?” 
The state of mind of the judges is also studied, e.g., “was the accumulation 
reasonable?” In John W. Kieckhefer, however, it was not the state of mind of 
the taxpayer-donor so much as the physical and mental capacity of the infant- 
donee to perform certain acts in connection with the donated property on which 
the decision of the Tax Court was rested. That Court was explicit in stating 
this test for its determination of the present v. future interest problem. Judge 
Turner did in passing advert to the other subjective test later used in Stifel, 
“. . . intent of petitioner [donor] . . . his primary purpose . . . agreeable to 
petitioner . . . intent and purposes in making the gift . . . .”,° but the opinion 
seems based on a test which necessitates an inquiry into the ability of the 
beneficiary to exercise his rights effectively. The Court said: *° 


. . . Certainly no one could convincingly contend that an infant of six 
months was capable of making effective demand for any part of the estate, 


7 Such slight differences as exist might, in certain fact situations, become significant 
when tested by the subjective standards here discussed. 

8 Austin Fleming believes there is still a large undecided area as far as gifts to minors 
are concerned. See Fleming, Gifts for the Benefit of Minors, 79 Micu. L. Rev. 529 (1951), 
and A Different View of Outright Gifts to Minors, 7 Tax L. Rev. 89 (1951). 

915 T.C. 111, 115 (1950). 

10 Jd, at 115. Would any normally cautious trustee ever dare to pay over the corpus 
to the beneficiary on his personal demand while still a minor? Or would a court ever 
be likely to order him to do so? ' 
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whether in writing or otherwise, and the situation would, we think, be the same 
even if we should assume a minor two, four, six, eight, ten, or more years older 
than the beneficiary in this case. 
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Suppose for a moment this beneficiary had been twelve or fifteen or eighteen 
years older? ** Suppose he had been an adult, in fact incompetent? Would 
the present v. future interest result then hinge on whether a guardian or com- 
mittee had previously been appointed for him? Is an infant less a ward of 
equity than an adjudicated incompetent adult? Must an “infant” at work or in 
the armed forces maintain at home a legally appointed guardian in order that 
his grandfather shall be allowed an exclusion for such a gift to him? If not, 
at what moment, before or after he leaves home, does the rule cease to operate? 

On the other hand, the Seventh Circuit Court of Appeals, in reversing John 
W. Kieckhefer, took a completely objective view. The infant, it said, has a 
right which, if held by a competent adult, would surely delineate a present inter- 
est in the subject property. It noted that the Supreme Court seemed to put its 
blessing on the use of the same standard for a gift to an infant as for a gift to 
an adult, quoting from Fondren v. Commissioner; ? 


. . . The argument is appealing, in so far as it seeks to avoid imputing to 
Congress the intention to ‘penalize gifts to minors merely because the legal 
disability of their years precludes them for a time from receiving their income 
in hand currently.’ 2° 


and consequently allowed the exclusion. 

In Arthur C. Stifel, Jr. three Judges of the Tax Court specifically endorsed 
this objective standard by their dissent. But Judge Murdock, speaking for the 
majority, did not even use the standard chosen by the Tax Court in its Kieck- 
hefer decision. He found in the “intent” of the donor a different, but equally 
subjective, reason to deny the exclusion. “The petitioner not only knew . . . 
He must have anticipated . . . His real intent .. .” etc., and grounded the 
result on that subjective analysis. 

While the necessity of extracting an “intent” from ambiguous wills is the 
unenviable burden of a probate court, it can scarcely be recommended as an aid 
to efficiency in routine tax administration. Judicially developed tests based on 
intent may be essential in tax law to deal with precocious and overripe avoid- 
ance devices, but this type of trust is ordinarily used merely to keep the infant’s 
property in transferable form in relation to stock transfer agents. 

Where possible, the intent rule should be rejected in tax cases. It is so much 
simpler to decide “What did the taxpayer do?” than “What did he intend 
to do?” It is also simpler to decide “What rights did the infant get?” than 
“Was he old enough and smart enough to exercise his rights effectively?” 
The refusal of the Tax Court in Stifel to accept the simple objective test 
pointed out by the Seventh Circuit Court seems, under the circumstances, 


11 Randolph Paul doubts that Congress established such “excessively fine” distinctions 
“which are carefully graded according to the age of the beneficiary.” FErpERAL Estate 
AND Girt Taxation (1946 Supp.) §15.11, 635, 636. 

12 324 U.S. 18, 29 (1945). 

13 189 F.2d 118, 120 (7th Cir. 1951). 
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somewhat regrettable. Both tests it proposes are open invitations to litigation. 
Every fact-situation will differ from every other ; there will be continued hair- 
splitting over insignificant differences in the phraseology of the instruments ; 
and if the phrase is ambiguous, hairs may be re-split over nuances of extrinsic 
testimony. Since substantial economic interests are not involved, this may well 
cost the Government more than it can possibly collect in gift taxes. It will 
annoy a few taxpayers, enrage others, and divert both administrative and 
judicial energies that could much better be spent in other areas. 

As to predictions, if Stifel goes up, the Second Circuit Court of Appeals will 
sustain the Tax Court without too much concern over the subjective nature of 
its test. Thus, there will be a conflict between Circuits, and in due course the 
Supreme Court will doubtless be invited to add to its overburdened docket an 
interpretation of some unique and probably ambiguous trust agreement involv- 
ing this interesting but trivial question. The Supreme Court, given half a 
chance, will side with the Seventh Circuit Court of Appeals on the basis of its 
tentative view in Fondren that Congress did not intend to discriminate against 
gifts to minors."* 

—Dwicut Rocers * 


14 Td, 
*Member of the New York Bar and an associate of Scudder, Stevens & Clark, invest- 
ment counsel. 











Notes 


Transferee Liability Following Corporate Liquidation: The Income 
Tax Consequences to the Former Stockholders. During the last two years 
the courts have been struggling with an important and interesting point of law 
in cases involving payments made by former stockholders as transferees fol- 
lowing the liquidation of a corporation. The decisions highlight an unusual 
situation, which may have particular pertinence in the present period of in- 
creased corporate liquidation. 

Where corporate taxes are assessed against an already dissolved corporation 
or where judgments or other claims become enforceable after the liquidation 
of the corporation, the former stockholders may then be held liable for these 
debts of the corporation to the extent of the liquidating dividends paid to them.? 
Ordinarily, in the year of liquidation of the corporation a stockholder in his 
individual return will have reported as capital gain the excess of the liquidating 
distributions over the adjusted basis of his capital stock under section 115(c).? 
If then in a later year the stockholder pays as a transferee after-assessed taxes 
or other subsequently determined liabilities of the dissolved corporation, are 
these payments deductible by him as ordinary or as capital losses ? For the pur- 
poses of this discussion it will be assumed that the later year is the proper de- 
duction year. 

In the Switlik * case the Commissioner argued that such payments are capital 
losses in the year of payment, but the Tax Court held the taxpayers’ deductions 
to be ordinary losses, and the Court of Appeals for the Third Circuit affirmed.‘ 
The Tax Court thereafter in a number of more recent decisions® reiterated 
and followed Switlik in what was becoming a well established rule until the 
Court of Appeals for the Second Circuit checked the trend and reversed the 


1In Phillips-Jones Corporation v. Parmley, 302 U.S. 233, 235-6 (1937) Justice Brandeis 
said: “Long before the enactment [of section 280 of the Revenue Act of 1926, now sec- 
tion 311 of the Internal Revenue Code] it had been settled under the trust fund doctrine 
(see Pierce v. United States, 255 U.S. 398, 402-403) that if the assets of a corporation 
are distributed among the stockholders before all its debts are paid, each stockholder 
is liable severally to creditors, to the extent of the amount received by him; and that 
as between all stockholders similarly situated the burden of paying the debts shall be borne 
ratably.” Section 311(a) provides a statutory method whereby taxes imposed on a 
corporation may be collected from the transferee after dissolution. 

2 All statutory references are to the Internal Revenue Code. 

3 Stanley Switlik, 13 T.C. 121 (1949). 

4Comm’r v. Switlik, 184 F.2d 299 (3d Cir. 1950). Apparently this is the end of the 
Switlik case, for the Solicitor General has announced that he has decided not to file 
a petition for certiorari in the Supreme Court. 4 P-H {71,023 (1951). 

5 Roberta Pittman, 14 T.C. 449 (1950); Seth M. Milliken, 15 T.C. 243 (1950); 
Frederick R. Bauer, 15 T.C. 876 (1950) ; Tatem Wofford, 10 TCM 692 (1951) ; Frederic 
M. Paist, 10 TCM 967 (1951). 
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Tax Court in the Bauer * case. Thus the Second Circuit Court of Appeals now 
holds, in direct conflict with the Third Circuit Court of Appeals that the trans- 
ferees’ payments are deductible as capital losses rather than ordinary losses, 
and it may be up to the Supreme Court to take up the Bauer case and resolve 
the controversy. 

The unique factual situation in which these cases arise may be illustrated 
by the circumstances in the Switlik case. The taxpayers were stockholders of 
a corporation which, pursuant to a resolution of its stockholders, was liquidated 
in 1941. The tax liability of the corporation for 1941 was determined by a certi- 
fied public accountant and was taken into account in reaching the amount of 
the liquidating dividends to be paid. The taxpayers reported their pro rata 
shares of the liquidating dividends in their 1941 individual tax returns as long- 
term capital gains, in accordance with the provisions of sections 115(c) and 
117(b), each taking fifty per cent of such gain into account in determining his 
net income. In 1942 the Commissioner assessed a deficiency against the cor- 
poration for taxes for the years 1940 and 1941. Since the corporation no longer 
had any assets, the taxpayers became liable as transferees for such taxes, and 
they satisfied this liability in 1944. The taxpayers in their 1944 tax returns 
treated the payments made in 1944 as losses incurred in a transaction entered 
into for profit under section 23(e) (2) and deducted the entire amount of such 
payments from their 1944 gross incomes. Thereafter the Commissioner deter- 
mined deficiencies against the taxpayers, ruling that they were entitled to de- 
duct as long-term capital losses only fifty per cent of the amount of the cor- 
porate tax deficiency paid by them as transferees. 

The Commissioner’s argument in the Tax Court was that there was such a 
causal connection between the distribution and the 1944 payments that the 
same character should have been ascribed to the payments as to the capital 
transaction from which they arose. The Tax Court, however, held that the 
losses were not capital losses from the sale or exchange of capital assets, the 
sale or exchange having occurred in 1941 and not in 1944. In his appeal to 
the Third Circuit Court of Appeals, the Commissioner shifted his position and 
stressed the argument that since only fifty per cent of the 1941 gains of the 
taxpayers was “taken into account,” to permit the 1944 payments to be de- 
ducted in full assumed that they were chargeable wholly to that portion of the 
capital gain taken into account in 1941. The Third Circuit Court of Appeals 
dismissed this argument and, reiterating the Tax Court holding, applied the 
single year rule to exclude from consideration the manner in which the income 
was originally received. Then it held that since the losses did not arise out of 
a sale or exchange of capital assets, by the language of the Internal Revenue 
Code they must be ordinary losses under section 23(e) (2). 

It would thus appear that under the Switlik reasoning both the Tax Court 
and the Third Circuit Court of Appeals are committed to a strict interpreta- 
tion of section 117, with the result that if the payment by the transferee does 
not fall specifically within the statutory language of a “loss from the sale or 


6 Comm’r v. Bauer, 193 F.2d 734 (2d Cir. 1952). 
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exchange of a capital asset,” then of necessity it must be deductible as an or- 
dinary loss. And the Tax Court has since adhered to this reasoning in a nearly 
unbroken line of decisions.? The one exception is the Duveen *® case, which had 
a slightly unusual fact pattern.? The Tax Court held in this case (with four 
judges dissenting) that the guaranty payments were part of the general trans- 
action involving sales of capital assets, and since they represented a loss to the 
taxpayer, the loss was sustained in connection with the sale of stock and was a 
capital loss. The majority further felt that there was such a continuing rela- 
tion between the payments received at the time of sale and the subsequent re- 
funds of part of the purchase price as to make it one general transaction, and 
they distinguished Switlik by arguing that in Switlik there was no contract or 
agreement at the time of liquidation to pay future deficiencies. 

Their argument thus seems to be that where a contingent liability of a con- 
tractual nature exists at the time of the sale or exchange, future payments 
under this liability remain part of the capital transaction ; but where the con- 
tingent liability is quasi-contractual or statutory (as in Switlik) such future 
payments are not a part of the “sale or exchange” of capital assets. There does 
not appear to be any real distinction here.*° Perhaps the reason the majority 
in Duveen was willing to permit the second year’s payments to be lumped into 
the capital transaction was that only two years were involved, so that the final 
determination of the capital gain was not held in abeyance for an unreasonably 
long period. The Duveen decision then, as far as the Tax Court is concerned, 
either represents an aberration in the Switlik line of cases and should be limited 
to its facts, or it is tacit acknowledgment that the Switlik reasoning is not en- 
tirely sound. 

In its decision in the Bauer case, on the other hand, the Tax Court had 
followed the Switlik rule, although conceivably Bawer might have been dis- 
tinguished from Switlik on its facts... The Commissioner had argued that the 


7 See note 5 supra. 

8 Duveen Brothers, Inc., 17 T.C. 15 (1951). 

9 The corporate taxpayer sold stock under an agreement to guarantee the purchasers 
against any loss which might arise from an early redemption of such stock. The taxpayer 
reported long-term capital gains on the sale and then in the following year when it was 
forced to make good on its guaranty and refund part of the purchase price, it deducted 
the payments as ordinary losses under section 23(f), relying upon the Switlik rule. 

10 The minority view in Duveen was that the sales were complete when made and that 
the guaranty did not postpone the taxpayer’s obligation to report gain from the sales. 
The loss incurred as a result of the fulfillment of the guaranty was as much a separate 
transaction as was the payment of the tax deficiency by the stockholder in the Switlik 
case. This seems more logical in view of Switlik. 

11In the Bauer case the stockholders were required to pay a judgment against the 
dissolved corporation. Although the action had been commenced against the corporation 
before completion of the distributions in liquidation, the plaintiff’s judgment became final 
four years after the last of the distributions to the stockholders. It was pointed out by 
the Commissioner, however, that the stockholders were aware of the action and that the 
payment of the resulting judgment might have been made before the last dividend in liquida- 
tion was paid. 
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liquidation dividends were not held under a claim of right but were charged 
with a trust in favor of creditors. To this the Tax Court replied that insolvency 
rather than knowledge of liquidation is the basis for the application of the trust 
fund doctrine,’* and it could see no difference in principle between possible 
liability as transferees under a judgment or under a corporate tax deficiency. 
In its reversal of the Tax Court’s decision the Second Circuit Court of Appeals 
disregarded any distinction on the facts. The Court took notice of the Switlik 
interpretation of the single year rule—which prevents the examination of a 
previous year’s tax return for the purpose of determining the nature of the 
current year’s payment—and rejected it. The Court then took the position that 
it is not improper under the annual accounting concept to consider together the 
events of the previous year and of the taxable year in order to determine that 
the losses in the taxable year arise out of a sale or exchange. The Second Cir- 
cuit Court of Appeals thus placed itself squarely in conflict with the decision of 
the Third Circuit Court of Appeals in the Switlik case. 

The Second Circuit Court of Appeals did not discuss in its opinion an inter- 
esting argument raised by the Commissioner in the Tax Court, an argument 
which seems to hold some promise of future usefulness against the efforts that 
will be made to convert the Szztlik decision into a tax reduction device. The 
Commissioner had argued that the stockholders might have made provision 
for the liability at the time of liquidation but instead they left no assets in the 
hands of the corporation with which to meet the obligation of the judgment. 
The Tax Court held this argument to be invalid because under the provisions 
of section 115(c) as it existed prior to the Revenue Act of 1942, the distribu- 
tion in this case could not be postponed but had to be completed within two 
years in order to qualify as a capital gain. Inasmuch as section 115(c) no 
longer requires that a distribution in liquidation be completed within two years, 
perhaps such an argument by the Commissioner would now carry more weight. 
The Tax Court did not discuss such a contingency. 


12 MERTENS, THE LAw oF FEDERAL INCOME TAXATION, §53.37. 

13 The decision in Roberta Pittman, 14 T.C. 449 (1950), which followed the holding 
in Switlik, may throw light in this direction, however. In this case when the stock- 
holder reported her capital gain on the liquidation in her 1945 return, she deducted from 
the capital gain the additional corporate tax which she paid as a transferee in 1947, The 
Commissioner refused to allow her to adjust or redetermine the amount of the 1945 
capital gain, and the Tax Court upheld the Commissioner, saying that since she was on a 
cash basis she could not accrue the 1947 payment in 1945. The Court held that under 
the Szwitlik rule the 1947 payment would be deductible in 1947 as an ordinary loss. 
It is problematical whether this decision would have been different if instead of accruing 
the expected payment, the taxpayer had had the corporation reduce the liquidating 
dividend by the amount of the expected tax liability, thereby averting an accrual by the 
cash basis taxpayer. For the Court held further that if the taxpayer’s contention were 
followed, the result would be to hold in abeyance the final determination of the capital 
gain on a corporate dissolution until the final corporate income tax had been paid, and 
this in the Court’s view would place an unwarranted burden on the tax collection process. 
This seems to throw a damper on the Commissioner’s argument in the Bauer case, but 
perhaps the courts will prefer this line of reasoning if it comes from the Commissioner, 
who is one of those charged with responsibility for the tax collection process. 
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Thus far the Switlik line of cases and the Bauer case have dealt with the 
situation resulting from a capital gain in the early year and expenses in the 
later year relating to the capital transaction. This is a relatively new situation 
in the income tax law, appearing for the first time in the Switlik case. A vari- 
ant of this theme, which ought to have analogous results, is the situation where 
a capital transaction in the early year is followed by further income relating to 
this transaction in a later year. There have been a number of cases within such 
a fact pattern. In the Dobson case, decided by the Supreme Court,’* where the 
taxpayer sold stock at a loss and in a later year filed suit to rescind his purchase 
of the stock and the suit was compromised by the seller, the settlement was held 
to be ordinary income despite the prior capital loss. In Griffiths v. Commis- 
sioner * a similar situation was decided in the same way. These cases might 
be distinguished from Switlik and Bauer in that they involved two separate 
and distinct transactions, not simply an adjustment of a capital transaction by 
a payment in a later year. But the distinction seems rather tenuous. 

Several important cases, on the other hand, have held the income in the 
later year to be a capital gain. In Burnet v. Logan ** there was a sale of stock 
in which the seller received cash and the buyer’s promise to make future pay- 
ments conditioned on contingencies. The cash did not equal the seller’s cost 
basis for the stock, and the contingencies affecting future payments precluded 
ascribing a fair market value to the buyer’s promise. The Supreme Court held 
that the capital transaction was not a closed one. The taxpayer was entitled to 
the return of her capital and the future conditional payments were to be 
credited against the return of capital before she could be charged with any 
taxable income. The principle of Burnet v. Logan was followed in the Megargel 
case,” and more recently it has been applied by the Second Circuit Court of 
Appeals in the Carter case.’* In accord with this decision on almost the same 
facts is the recent Ninth Circuit Court of Appeals decision in Westover v. 
Smith,’ 


14 Dobson v. Comm’r, 320 U.S. 489 (1943), rehearing denied, 321 U.S. 231 (1944). 

15 308 U.S. 355 (1939). 

16 283 U.S. 404 (1931). 

17Margery K. Megargel, 3 T.C. 238 (1944). Judge Disney’s decision (on which he 
bases his dissent in Switlik) stated that money received in compromise of a suit for 
rescission following a sale of stock was of the same nature as the original claim, hence 
capital gain. 

18Comm’r vy. Carter, 170 F.2d 911 (2d Cir. 1948). On dissolution of a corporation 
all of whose shares the taxpayer had owned for more than ten years, the taxpayer received 
property which exceeded by about $20,000 the cost basis of such shares, as well as con- 
tracts which had then no ascertainable value but on which the taxpayer subsequently 
realized nearly $35,000. The Second Circuit Court held, in affirmation of the Tax Court 
decision by Judge Disney, that the $35,000 was taxable as long-term capital gain rather 
than as ordinary income, for if the contracts could have been valued when received on liqui- 
dation, such value would have produced capital gain. The Second Circuit Court’s decision 
in the Bauer case might have been foreseen from its views in this decision. 

19 173 F.2d 90 (9th Cir. 1949). This decision seems a fair indication of the probable 
views of the Ninth Circuit Court of Appeals in a situation such as the Bauer case, which 
would place it on the side of the Second Circuit Court and in conflict with the Third 
Circuit Court. 
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The rationale of these cases therefore seems to be that where under section 
115(c) the liquidating dividend is paid in installments, the taxpayer does not 
have any taxable income before he has recouped the cost or other basis of his 
stock.?° Since the taxpayer can claim the benefit of section 115(c) in every 
taxable year for all property received during the year as his share in the liquida- 
tion, and since the capital transaction is not deemed closed before the taxpayer 
receives his full share in the assets of the liquidated corporation, the cases hold 
the income received in the later years to be a part of the liquidating dividend 
and therefore capital gain. On the other hand, in the Switlik case, all known 
existing liabilities of the corporation were taken into account at the time of 
dissolution, the remaining assets were distributed in liquidation, and the trans- 
action was then regarded as complete. Payments made thereafter by the trans- 
ferees thus became separate transactions. Here too the distinction is a fine one, 
based on the concept of a continuing liquidation where the taxpayer receives 
future payments which increase the capital gain, but of a completed liquidation 
where future payments reduce the gain. Apparently the courts are willing 
to hold in abeyance the final determination of a capital gain for the benefit of 
subsequently received income, but they have been reluctant until the Bauer 
case to extend this treatment to later year deductions. It may be that inasmuch 
as the statutory framework with regard to deductions is “more detailed and 
rigid than that applicable to gross income,” * the courts have been loath to 
stray from a strict construction of the Code in the case of deductions. 

From another point of view, and granted the efficacy of the single year as 
the unit of taxation, since the payment of the tax deficiency in the Switlik case 
manifestly is not a “loss from the sale or exchange of a capital asset,” ** the 
Switlik decision would seem inevitable and proper. But advocacy of the single 
year rule as providing a practical system of taxation does not necessarily rule 
out an examination by the court of the initial transaction in order to determine 
the nature of the subsequent payment. The court’s scrutiny of the original 
transaction does not require a reopening or recomputation of the taxpayer’s 
return for the prior year ; thus the intent of the rule is preserved and a more 
logical and equitable result is achieved. Moreover, where the Switlik decision 
may result in a boon to the taxpayer by giving him an ordinary deduction 
from gross income (rather than a limited capital loss), it would seem in con- 
trast that a taxpayer who receives a subsequent payment in reduction of a prior 
capital loss would have to treat the partial recovery of his loss as ordinary 
income. The Second Circuit Court’s interpretation in the Bauer case therefore 
effectuates a result more equitable in a sensible scheme of taxation. 

An important point raised by the Third Circuit Court of Appeals in Switlik 
is that there was no evidence of any untoward motivation in the liquidation of 
the corporation. While the good faith of the taxpayer in such a case is an 
obvious and basic requirement, the necessity of inquiry into the taxpayer’s 


20 Burnet v. Logan, supra note 16. 
*1 Surrey & WARREN, FEDERAL INCOME TAXATION CASES AND MatertAts 150 (1950). 
22 Section 117(a) (5). 
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motivations in every future case is likely to prove a source of trouble to the 
courts. And because of the potential tax-minimization device implicit in the 
Switlik decision, it is to be expected that widespread efforts will be made by 
other taxpayers to utilize it.** 

It seems probable that the conflict will find its way to the Supreme Court, 
possibly through a determination in the Bauer case. Or a satisfactory solution 
may be provided by statutory amendment.** Barring these remedies the courts 
will of course struggle on as before. The Duveen decision, bolstered by the 
Bauer reversal, may signal the Tax Court’s shift away from the Switlik 
philosophy. If not, it will be interesting to observe what effect the Third 
Circuit Court’s emphasis on motivation and the Commissioner’s abortive argu- 
ment in the Bauer case will have in preventing the utilization of the Switlik 
decision as a tax reduction device in corporate liquidations. 

—JoserH J. SCHWARTZ * 


Livestock Sales and Capital Gains Treatment. The Revenue Act of 
1951+ writes another chapter in the tortuous history of livestock sales and 
capital gains. An amendment to section 117(j) provides that the term “prop- 
erty used in the trade or business’’ includes livestock held for draft, breeding, 
or dairy purposes for 12 months or more.? It remains to be seen whether this 
amendment introduces new principles into the application of the section to 
farming operations or whether it merely codifies court decisions on the 
question. 

In 1944, two years after the original enactment of section 117(j), the 
Bureau ruled * that livestock used for draft, dairy, or breeding purposes is 
property * used in the farmer’s trade or business and, if held for more than six 


23 Perhaps the Commissioner’s ill-fated argument to the Tax Court in the Bauer case 
(that the stockholders should have provided for the liability at liquidation) may yet be 
used against taxpayers whose motivations are suspect. 

24Tt might be feasible to provide that subsequent payments (or recoveries) following a 
capital transaction be treated for tax purposes in the same way as the basic transaction 
to which they relate. Or, to adhere to the annual accounting concept rather than the 
transactional approach, an amendment might permit the taxpayer to elect to waive the 
deduction in the later year and to exclude the payment from the gross income of the earlier 
year. 

* Member of the New York Bar and Certified Public Accountant. 

1 Sec. 324 of the Revenue Act of 1951. 

2 The amendment will be considered in greater detail infra. 

31.T. 3666, 1944 Cum. Butt. 270. 

4 Reg. 111, Sec. 29-23(a)-11 permits capital gains treatment of sums expended in pur- 
chasing work, breeding, or dairy animals, with depreciation being allowable unless such 
animals are included in inventory. I.R.C. §23(1) allows depreciation on property used in 
the trade or business. Reg. 111, Sec. 29-23(1)-10 allows depreciation based on cost or 
other basis and the estimated life of the livestock unless included in an inventory used to 
determine profit. In the case of a cash basis farmer, only the initial cost of purchased live- 
stock is subject to depreciation, not the cost at maturity, because the costs of raising to 
maturity have already been deducted in the year expended. This depreciation starts at 
maturity of the stock or when they are transferred to the breeding herd. Raised livestock 
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months, is on sale entitled to section 117(j) treatment.® The ruling excepted, 
however, sales of animals “culled from the breeding herd as feeder or slaughter 
animals in the regular course of business.” 

This last phrase was further defined the next year in another ruling,® which 
considered “culls” as animals removed from the breeding herd because of 
physical defects or for purposes of maintaining the herd at a regular size. 
More important, this later ruling established a prima facie test that if the 
number of animals added to the herd exceeded the number sold from it, the 
sales were of “culls,” while if sales exceeded additions, the sales in excess of 
the addition were entitled to the benefits of section 117(j). A special ruling 7 
in 1947 restated but did not change the Bureau’s position. 

The definition of “culls” and the prima facie test established removed most 
of the benefit of the former ruling in so far as breeding herds were concerned. 
The test established made no allowance for fluctuations of herd size based upon 
range and feed conditions, price and market conditions, or the general over-all 
financial picture of the livestock raiser, and provided meaningless tax treat- 
ment for what is an ordinary, consistent business practice. 

It is not surprising therefore that the Bureau’s position has been consistently 
rejected by the courts. In Albright v. United States * the taxpayer’s principal 
income was derived from the sale of dairy products and hogs. He maintained 
a dairy herd and a hog-breeding herd. In the dairy herd he removed cows 
which had become unfit for dairy purposes and calves which were not needed 
for replacement purposes. Each year after breeding season he sold the entire 
hog herd, replacing it with hogs raised by him. The sales of cows removed from 
the dairy herd and the sales of the entire hog herd were reported as capital 


have a zero basis because costs of raising to maturity have already been deducted when in- 
curred, The fact that no depreciation is taken does not remove sales from section 117(j) 
benefits, because the section demands only property “of a character which is subject to the 
allowance for depreciation.” An accrual basis farmer takes as his depreciation basis upon 
transfer to the breeding herd the inventory value at the first of the year. The costs of rais- 
ing up to the time of transfer need not be considered as part of the livestock’s basis. 

5 The ruling specifically stated that the fact that such animals may be inventoried for 
accounting convenience “does not render such livestock ‘property of a kind which would 
properly be includible in the inventory of the taxpayer if on hand at the end of the tax- 
able year’ so as to deprive the farmer of the benefits of section 117(a) and section 
197): cicia” 

6 1.T. 3712, 1945 Cum. Butt. 176. 

71.T. 3932, 1948-2 Cum. Butt. 7, in the course of ruling upon a gross income question 
regarding the bona fide gift of cattle by the father to son, applied the previous rulings 
to the later sale of the cattle by the son, saying the livestock were feeder cattle in the son’s 
hands not qualifying as a capital asset under section 117(j). 

8173 F.2d 339 (8th Cir. 1949), reversing 76 F. Supp. 532 (D. Minn. 1948). The Dis- 
trict Court showed a distinct hesitancy to overrule the Bureau rulings that the questioned 
transactions were sales in the regular course of business. Mentioned was the taxpayer’s 
poor records and his failure to sustain the burden of proof that the animals were used 
in his trade or business. Another case, Stutzman v. United States, 72 F. Supp. 879 (N.D. 
Ind. 1947), allowed capital gains treatment to the taxpayer. The case, however, involved 
a forced public sale by a tenant farmer of his entire herd. 
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gain. The sales of calves and other hogs raised were reported as ordinary 
income. 

As against the contention that the animals sold were held primarily for sale 
to customers,’ the Court of Appeals found for the taxpayer. The rulings pre- 
viously noted and relied upon by the Commissioner were considered contrary 
to the plain intent of the section and were repudiated completely. Section 
117(j) was intended to apply to all taxpayers, there being nothing in the 
language of the section justifying denial of its benefits to farmers. The Court 
considered any sales from dairy herds as incidental to the business of selling 
dairy products. 

According to the Court, a farmer-breeder, to be entitled to the benefits of 
section 117(j), need meet only the requirements of that section, i.e., that the 
animals sold (1) were used in his trade or business ; (2) were subject to allow- 
ance for depreciation ; (3) were held for more than six months; (4) were not 
property of the kind includible in the inventory of the taxpayer if on hand at 
the close of the taxable year ; and (5) were not held by the taxpayer primarily 
for sale to customers in the ordinary course of his trade or business. 

The Tax Court also rejected the Bureau’s position.1? In /saac Emerson 
taxpayer was a cash basis farmer, who had some income from sale of farm 
products, but whose chief income was from sale of hogs and cattle which he 
raised. The cattle herd for production of milk and the hog herd were handled 
in the same manner as in the Albright case. Sales did not reduce either herd. 

Quoting extensively from the Albright opinion, the Court repeated the five 
conditions necessary before section 117(j) applied, and found the only question 
to be whether the property was held primarily for sale to customers in the 
ordinary course of trade or business.. The Court rejected the Bureau’s tests, 
and also held that removal of cattle from the breeding herd some time before 
sale for conditioning purposes did not in itself show that those cattle were held 
primarily for sale to customers. On all the facts the Tax Court held for the 
taxpayer. 

The next case before the Tax Court, Fawn Lake Ranch Company,™ covered 
an accrual basis taxpayer. Two separate accounts were maintained, one for 
breeding cattle, the other for ordinary cattle. Heifer calves born in the spring 
were inventoried at $27.50 a head in the ordinary cattle account at the end of 
the year. At the close of the next year, they were inventoried at $40 a head, 


® Although I. T. 3712 refers only to “culls” from the “breeding” herd, the Commissioner 
here urged the same treatment with respect to cows sold from the dairy herd. 

1012 T.C. 875 (1949) Nonacq., 1949-2 Cum. Butt. 4. A dissent refused to classify 
hogs as property used in the trade or business, especially when they are sold after 
producing only one litter. 

11 12 T.C. 1139 (1949) Nonacq., 1949-2 Cum. BuLL. 4, dismissed on motion of petitioner, 
180 F.2d 749 (8th Cir. 1950). Dissenting judges in the Tax Court thought the cattle were 
properly includible in the inventory of the taxpayer, so that he was barred by the plain 
language of the section. This is questionable, as the Commissioner’s rulings on the sub- 
ject expressly recognize that the taxpayer is not precluded from capital gains treat- 
ment by the inclusion of his breeding herd in inventory. 
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the increased valuation being reported as ordinary income. About half of the 
heifers were transferred to the breeding herd account from the ordinary cattle 
account at an inventoried value of $48.50 a head, the resulting $8.50 increase 
being reported as ordinary income for the year of transfer. The size of the 
breeding herd varied, but for the year in question the number of heifers added 
exceeded the number removed for sale. During the year sales consisted of ani- 
mals from the breeding herd and sales of slaughter or feeder animals from the 
ordinary cattle herd. Animals removed from the breeding herd were not trans- 
ferred back to the ordinary cattle account before sale. Profit from breeding 
herd sales was reported as long-term capital gain. 

In allowing the taxpayer capital gains treatment of breeding herd sales,” the 
Court found the Bureau rulings contrary to the language of the statute. Great 
emphasis was placed on the taxpayer’s complete and accurate records and the 
presence of two separate accounts in his bookkeeping system. Also emphasized 
was the reporting as ordinary income of increases in inventory valuation. Com- 
menting on the transfer of cattle to the breeding herd, the Court indicated that 
once transferred in the course of business they were not thereafter deprived of 
their character as capital assets when removed for conditioning purposes before 
sale to customers. The exclusion from section 117(j) of property which would 
properly be includible in inventory, if on hand at the year’s end, was held inap- 
plicable. The Court referred to the Bureau’s own ruling ** and added: * 


. . . Since cattle held for breeding purposes are treated as property ‘used in 
a trade or business,’ as distinguished from ‘property held primarily for sale to 
customers’ such cattle, of course, would not ordinarily ‘properly’ be includible in 
the inventory of the taxpayer. 


Any consideration of the problem should not ignore the District Court deci- 
sion in Joy G. Miller v. United States.* In addition to establishing a method 


12 Leslie S. Oberg, P-H T.C. Mem. Dec. 949,134; Charles O. Fritz, P-H T.C. Mem. 
Dec. 50,029; Franklin Flato, 14 T.C. 1241, 1250 (1950); Arie Brouwer, P-H T.C. 
Mem. Dec. {51,020; and Davis v. United States, 96 F. Supp. 785 (N.D. Iowa 1951) all 
upheld the taxpayer, relying upon the Albright, Emerson, and Fawn Lake Ranch cases. 
A. Benetti Novelty Co., 13 T.C. 1072, 1079 (1949) ; Joseph A. Fields, 14 T.C. 1202, 1215 
(1950) ; and Durbin v. Birmingham, 92 F.Supp. 938 (S.D. Iowa 1950) cited these cases 
approvingly in dealing with capital assets other than livestock. Cf. Ernest A. Watson, 
15 T.C. 800, 815 (1950). 

13 Notes 3 and 5 supra. In Leonard C. Kline, 15 T.C. 998 (1950), the Court found 
from the evidence that a strict feeder and market operation was involved, treating the sales 
proceeds as ordinary income arising in the ordinary and regular course of business. The 
Fifth Circuit Court of Appeals has followed the decision of both the Tax Court and the 
Eighth Circuit Court of Appeals in Bennett v. United States, 186 F.2d 407 (5th Cir. 1951), 
affirming Bennett v. United States, 89 F. Supp. 106 (W.D. Tex. 1950). Finch v. Arnold, 
50-2 USTC 9401 (W.D. Tex. 1950) was consolidated with the Bennett case on appeal and 
overruled by that decision. In the lower court the district judges seem to say the business 
purpose of ranchers is to sell cattle; thus any cattle kept are primarily for sale to cus- 
tomers. Such an idea was expressly refuted by the Circuit Court. 

1412 T.C. 1139, 1144. 

15 51-1 USTC 9297 (D. Neb. 1951). The Government will not appeal. 5 CCH {15,561 
(1951). 
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of procedure which clearly shows the animals’ inclusion into the breeding 
herd, it demonstrates further the Bureau’s constant refusal to recognize the 
realities pointed to by the courts. In that case the taxpayer was in the business 
of breeding and raising Hereford beef cattle. Each year, out of the spring 
calves produced by the breeding herd, the males were kept as steers for a 
period and sold in the market at an opportune time. Females were retained 
until about 14 months old, at which time they were introduced, along with 
cows 7° and retained heifers 7 over two years old, into the breeding pastures. 
In the autumn of the year an analysis was made of the breeding herd. The 
most promising and desirable units were retained. Those with unsatisfactory 
breeding records and those with physical blemishes and disabilities were elimi- 
nated and sold later in the year. 

Profit from the sale of the steers was reported as ordinary income. Profit 
from the other sales was reported as capital gain. These included: (1) bulls 
(no question was raised as to these) ; (2) cows (which had produced and 
were accepted as part of the breeding herd) ; (3) heifers two years old or 
over (which had not produced after inclusion in breeding pastures for the 
second time and were therefore sold) ; and (4) heifers 18 or 19 months old 
(which had not produced after initial exposure to pregnancy and were there- 
fore sold). 

The Court agreed with the taxpayer and considered the entire method of 
operation as showing the heifers were part of the breeding herd. None had 
been reinoved except by a process of selection based on their inferiority. Once 
an animal is placed in the breeding herd, it is not kept primarily for sale to 
customers even if it does not produce. However, it was recognized that the 
sale of a heifer would have resulted in ordinary income if the animal were sold 
without first entering the breeding herd. Some doubts arose as to the sales 
of the 18 or 19 months old heifers; none however were sold which had not 
been in the breeding herd several months."* 

Faced with this opposition from the courts, the Bureau “reconsidered its 
former position” and announced that sales of breeding animals used in the 
trade or business are within the section. Whether they are so used depends 
on the holding period of such animals. The crux of the Bureau’s new test was 
whether such animals are held “for substantially their full period of useful- 
ness.” 1° This phrase was further explained several weeks later 2° when the 
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16 Cows were defined by the Court as animals which had calved previously. 

17 Retained heifers were defined by the Court as those animals which had not calved 
after their initial introduction into the breeding pastures. 

18 The Court: noted that heifers thus exposed were subject to a reduction in price as 
compared with the price they would command as unbred heifers. 

18 Income Tax Information Release No. 3, Apr. 18, 1951, 5 CCH {6117 (1951). It 
was specifically stated that sales from hog-breeding herds do not qualify for section 
117(j) treatment, but that sales of animals used for draft or dairy purposes are prima 
facie recognized as within the section. 

20 Mim. 6660, 1951 Int. Rev. Buty. No. 15 (1951). 
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Bureau announced that sales from dairy, draft, or breeding animals would be 
governed by the following principles: 

(1) If the animals sold had been used “for substantially their full period 
of usefulness,” the sales are within section 117(j). 

(2) If the sales are prior to the expiration of such period, it must be shown 
that the animals had been added to the herd for “substantial use” (i.¢., not 
temporarily with a view to early sale). 

(3) If the animals are held for only one production or litter, they are not 
entitled to section 117(j) treatment upon sale. 

The Bureau’s position, in allowing section 117(j) treatment only where the 
animals had been used in the trade or business for production of many off- 
spring over a long period of time, rendered lip-service to the courts’ holding 
that the essential element is the animals’ use in trade or business. The test 
established for determining such use was, however, open to attack. Nothing 
in the language of section 117(j) supports such a test; in fact, reference in 
the section to a definite holding period would argue against it. 

Shortly after the Bureau set forth its “substantial use” test as determinative 
of whether an animal was part of the draft, dairy, or breeding herd, the Tax 
Court also introduced a time element into its consideration of the question. 

In Walter S. Fox” the taxpayer was engaged in the business of raising 
Aberdeen-Angus cattle for sale only to other breeders. The majority of the 
animals born and raised on the farm were registered before they were six 
months old. They were kept in a separate pasture. However, not all the 
registered animals in this pasture were included in the breeding herd. The 
bulls were not bred until at least 13 months old, and the heifers were not bred 
until at least 15 months old. Some were sold before they attained breeding 
age, and many were sold shortly after the initial breeding. During the years 
in question taxpayer’s gain from unregistered cattle sales was reported as 
ordinary income, while the gain from registered cattle sales was reported as 
capital gain. 

In rejecting taxpayer’s contention that registration of the cattle constituted 
automatic introduction into the breeding herd, the Court noted that the heifers 
could not, as a practical matter, be bred until at least 15 months old, the bulls 
until at least 13 months old. Their mere presence was not considered as evi- 


2116 T.C. 854 (1951). This decision was promulgated Apr. 20, 1951, two days after 
the Bureau’s Information Release No. 3, supra note 19, but before Mim. 6660, supra note 20. 
This case was considered “determinative” of the question in James M. McDonald, 17 
T.C. 210 (1951). There the Court considered all raised animals over 24 months of age 
at the time of sale as part of the breeding herd. The case was complicated by the presence 
of a dairy herd. All animals were in milk production at the age of two years. A. Harold 
Schmidt, 10 TCM 523 (1951) also cited the Fox case in considering only animals held over 
24 months as sold from the breeding herd. The evidence showed it was the practice of 
the taxpayer to breed the heifers when between 18 to 24 months old. Over one-half the 
sales in the questioned years were of registered animals less than 12 months old. The 
importance of this evidence diminishes, however, when it is remembered that the Court 
has previously noted the fact of breeding does not establish the animal as part of the 
breeding herd. Cf. Elmer Becker, 10 TCM 520 (1951). 
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dence of an intention to use them in the breeding herd. Furthermore, a large 
part of the registered animals were regularly sold in the normal course of 
operations. Hence the Court decided that the heifers raised, registered, and 
sold before they dropped a calf were not part of the breeding herd. The ani- 
mals that had calved before sale were regarded as part of such herd. Since 
there was no evidence showing the calving record of the sold animals, the 
Court used an approximation, considering all bulls 34 months or older and 
other animals over 26 months old at time of sale as part of the breeding herd. 

The decision is questionable upon several grounds. After specifically stat- 
ing, “Nor does the fact that an animal was bred establish that it became a 
part of the breeding herd,” the Court several paragraphs later set out as the 
sole criterion the calving record of such animals. In effect, this decision totally 
abrogated the holding period provided by the statute. As applied to the facts 
of the case, the Tax Court’s criteria result in the possibility of true capital gain 
being reportable at ordinary income rates, and ordinary income from sales to 
other breeders in the normal course of operations being reportable at capital 
gains rates. The taxpayer in question was engaged in the business of selling 
cattle to other breeders. In the conduct of such business he would naturally 
have two groups of livestock: on the one hand, his breeding herd and, on 
the other, the animals held primarily for sale to other breeders. The evidence 
showed that each of the registered females was bred before being offered to a 
purchaser. Exceptions were made only at the purchaser’s request, and such 
requests were rare. Thus, the application of the 26 months’ holding period 
would undoubtedly include cattle held primarily for sale to other breeders. On 
the other hand, an animal after being introduced into the breeding herd might 
be removed because of physical unfitness long before the expiration of this 
time. Under the Fox case any gain realized on its sale would become report- 
able at ordinary rates, a result contrary to the plain intent of the statute. De- 
manding a calf before the animal becomes part of the breeding herd also pre- 
cludes capital gains treatment in these cases. 

The Bureau’s “substantial use” test and the Tax Court’s rule-of-thumb 
approach were both disregarded in Laflin v. United States.?? There the tax- 
payer’s main business was selling pure-bred cattle to other breeders. Sales 
were segregated for the Court’s consideration. 

Group I animals were considered as held primarily for sale to customers, 
Group II as part of the breeding herd. The first group was considered to 
furnish the rancher with “some primary source of income for which it pro- 
duces its cattle.” This source was, naturally, the sale of “its young bulls and 
heifers to the attractive breeder trade.” The evidence showed that taxpayer 
could not possibly use all of the bull calves produced, and that there was a 
practice among breeders to purchase bulls from other breeders in order to 


22100 F. Supp. 353 (D. Neb. 1951). Bert F. Lewis v. United States, 51-1 USTC 9148 
(D. S.D. 1951); Davis v. United States, 96 F. Supp. 785 (N.D. Iowa 1951); Retz v. 
Birmingham, 98 F. Supp. 322 (N.D. Iowa 1951); and Mitchell v. United States, 96 F. 
Supp. 473 (N.D. Cal. 1951) all allowed capital gains treatment with no discussion. 
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avoid certain breeding problems. The heifers in question were approaching 
breeding age at the time of sale and had never been used in a trade or business. 
Sales in Group II “fitted reasonably into a common pattern or type” and were 
found to have been made out of the breeding herd. This view was supported 
by the animals’ ages and the manner of grouping them for sale. 

More important, however, than the respect shown to the breeders’ estab- 
lished practices was the Commissioner’s complete disregard of the tests utilized 
in other cases. This Court was not receptive ** 


to the prescription of inflexible and perhaps arbitrary ages as the measure 
either of inclusion in the taxpayer’s breeding herd or of the primary purpose 
of his holding, 


nor was the actual delivery of a calf considered the critical test of an animal’s 
inclusion in a breeding herd. 

The Court noted the Bureau’s “substantial use” requirement but refused to 
accept it as “a realistically valid test” of an animal’s actual use. True, com- 
pliance ** with the Bureau ruling would prove an animal’s use as a breeder: * 


. . . But she is equally so used and kept if once sincerely introduced into the 
breeding herd by her owner, she is sold long before the termination of her 
breeding career because of some intervening change either in her adaptability 
or in his circumstances or intentions. . 


It was against this background that Congress late in 1951 amended ** 
section 117(j) by enlarging the term “property used in a trade or business” as 
follows : 


Such term also includes livestock, regardless of age, held by the taxpayer 
for draft, breeding, or dairy purposes, and held by him for 12 months or more 
from the date of acquisition. Such term does not include poultry. 


In recognizing that livestock held for draft, breeding, or dairy purposes is 
property used in the trade or business, the amendment ** adds little to existing 


23100 F. Supp. 353, 359 (D. Neb. 1951). 

24The Court considered any differences between this case and its previous decision 
(note 15 supra) as being in the breeder’s methods of operation. It also demanded a much 
more decisive course of action on the part of a breeder of pure-bred cattle, showing 
introduction into the breeding herd, than that required on the part of a range-breeding herd 
for the production of beef cattle. 

25100 F. Supp. 353, 360 (D. Neb. 1951). 

26 Sec. 324 of the Revenue Act of 1951. The amendment is retroactive to taxable years 
beginning after Dec. 31, 1941. However, the 12 months’ holding period applies only to 
sales during taxable years after Dec. 31, 1950. Poultry is not considered property used 
in the trade or business for taxable years beginning after Dec. 31, 1950. Thus, by indirec- 
tion an intention may possibly be shown to allow sales from a poultry breeding herd 
before this time to receive capital gains treatment. 

27 The House Ways and Means Committee Report voiced the belief that the term 
“livestock” should be given a broad rather than narrow interpretation. H.R. Rep. No. 4473, 
82d Cong., Ist Sess. (1951). It would thus appear that court decisions allowing capital 
gains treatment to sales from hog-breeding herds are still good law. There is the possi- 
bility of horse, sheep, goat, etc. sales being allowed the same treatment in certain 
circumstances. 
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law. Court decisions and Bureau rulings have long recognized this proposition. 
The real problem is: just when is the livestock to be considered as held for 
such purposes? The specific reference to livestock “regardless of age” would 
at least overrule the Tax Court’s and Bureau’s attempts to use a time element 
as showing an animal’s inclusion in the breeding herd. In addition, it would 
allow section 117(j) treatment of any gain resulting from the removal and 
sale of an animal at any time after its introduction into the breeding herd as 
long as the animal actually becomes a part of the herd. This idea is further 
supported by recitations in a Senate Finance Committee Report.?* 

Definition of the holding period as 12 months or more from the date of 
acquisition recognizes the practicalities *®° of breeding methods. However, 
the dating of the holding period from the time of acquisition can be questioned 
in some respects. No quarrel is found with its application to raised animals, 
for as to them the period would date from birth. Purchased animals, on the 
other hand, should rest upon an entirely different footing. Animals introduced 
into the herd at the time of purchase might be removed because of a change 
in circumstances (i.¢., range, price, feed conditions) before the expiration of 
the holding period. Under the terms of the amendment such animals could 
not upon sale be entitled to section 117(j) treatment although they had actually 
become a part of the herd and had been used in the trade or business. The 
inequities involved are self-evident.°° 

It may be anticipated that the search for some single elusive factor proving 
use as a draft, breeding, or dairy animal will continue in the courts in spite 
of the Congressional attempt to treat the matter as an issue of fact in the 
individual case. 

—ELLsworTH JoNEs * 


28 The reference in the Senate Finance Committee Report that the Bureau was allowing 
capital gains treatment only for animals which had completely “outlived” their useful- 
ness, indicates disfavor with such a position. Sen. Rep. No. 781, 82d Cong., Ist Sess. 
(1951). 

29 An animal’s immaturity precludes use for draft, breeding, or dairy purpose until after 
one year. 

80 Differences between the breeders themselves depending on income-reporting methods 
should also be noted. Under the decisions as they now stand, a breeder reporting on a cash 
basis has a definite advantage over a breeder reporting on the accrual basis. Under the 
cash method a breeder can consider animals to be of a character subject to depreciation 
for purposes of section 117(j). Costs of raising are not capitalized but are charged out 
as current expenses. Profit from a later sale is the difference between the sales price 
and zero (cost basis). Section 117(j) is then applied to the entire sales price. An 
accrual basis farmer in effect capitalizes raising costs by placing them in inventory. On 
a later sale this inventory valuation is used as a basis for determining his profit. The 
tax is on the difference between this valuation and the sales price. Section 117(j) then 
applies to a smaller amount, which results in lower tax benefits. 

* Member of the Montana Bar. 
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* Compiled by Sydney Prerau and Irving Schreiber of the New -York Bar. 
519 





520 TAX LAW REVIEW 


Tax PRACTICE AND PROCEDURE IN THE CoLLectors’ OrFicEs. By Lewis D, 
Spencer. 30 Taxes 120 (February, 1952). 

TAXATION OF THE TRUCKING INpUsTRY. By RicHARD W. LinDHOLM. Colum- 
bus, Ohio: The Ohio State Unviersity Bureau of Business Research, 1952, 


Pp. 141. $3.00. 
TAXPAYER RELIEF—REVENUE Act oF 1951. 37 Va. L. Rev. 1039 (December, 


1951). 
UNCERTAIN TAX TREATMENT OF STOCK REDEMPTIONS, THE: A LEGISLATIVE 
ProposaL. By Joun S. Notan. 65 Harv. L. Rev. 255 (December, 1951), 





CORRIGENDUM 


7 Tax L. Rev. 306: in paragraphs (b) and (c) change “December 31, 
1950” to “March 31, 1951.” The-paragraph beginning at the foot of page 
306 and ending at the head of page 307 should be changed to read as follows: 

“Fiscal years beginning in 1949 and ending in 1950 after June 30, 1950 
require only steps (a) and (b). Fiscal years beginning on May 1, 1950 and 
June 1, 1950 and ending after April 1, 1951 require all three steps.” 
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